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Selected Financial Data

Year ended December 31,

Period March 3,
to December 31,

{Dollars in thousands, except per shara amounts) 2006 2005 2004 2003
Revenues:
Net premiums earned $132,378 $ 84,698 $ 46,092 $ 4,115
Net investment income 16,442 4,920 949 1
Net realized investment gains {losses) 12 {176) 1 -
Qther income - 14 - -
Total revenues 148,832 89,456 47042 4126
Costs and expenses:
Losses and loss adjustment expenses 88,619 58,606 29,628 2,683
Commissions and brokerage expenses 14,609 9,191 6,167 504
Other underwriting, acquisition ard
operating expenses 21,603 14,574 10,221 4.408
Other expenses 750 1,102 904 -
Total costs and expenses 125,581 83,473 46,920 7675
Earnings before income taxes 23,251 5,983 122 (3,549)
Income tax expense 7,286 2,276 74 (1,219}
Net earnings $ 15,965 $ 3,707 $ 48 $ (2,330)
Underwriting ratios:
Loss ratio ™ 66.9% 69.2% 64.3% 65.2%
Commissions and brokerage expense ratio @ 11.1% 10.9% 13.4% 12.2%
Other underwriting, acquisition and
operating expense ratio © 16.3% 172% 22.2% 109.1%
Total expense ratio ® 274% 281% 35.6% 121.3%
Combined ratio ® 94.3% 973% 99.9% 186.5%
Basic eamings per share:
Net earnings per share $ 138 $ 056 § 0O $ 10.35)
Weighted average shares outstanding 9,770,268 6,600,000 6,600,000 6,600,000
Diluted eamings per share:
Net earnings per share § 095 $ 046 3 001 $ (0.35)
Weighted average shares cutstanding 16,785,721 8,119,370 8,167500 6,600,000
As of December 31,
{Dollars in thousands) 2006 2005 2004 2003
Balance sheet data:
Cash and investments $426,256: $ 315,113 $ 86,832 $12,640
Reinsurance recoverables on paid
and unpaid losses 96,371 51,260 15,672 930
All other assets 112,637 81,225 47199 15,117
Total assets $ 635,264 $ 447598 $149,603 $ 28,747
Loss and loss adjustment expense reserves $ 263,549 $138,404 $ 47207 $ 3485
Unearned premium reserves 123,796 88,280 54,274 18,791
All other liabilities 30,069 21,391 12,514 6,471
Total liabilities 417414 248,075 113,995 28,747
Series A Preferrad Stock - 2,106 2,106 2,106
Total stockholders’ equity 217,850 197417 33,502 (2,330)
Total liabilities and stockholders’ equity $ 635,264 , $ 447598 $149,603 $ 28,747

M L oss ratic is catculated by dividing total incurred losses and loss adjustment expenses by net premiums earned.

@ Commissions and brokerage expense ratio is calculated by dividing total commissions and brokerage expenses by net premiums earned.
¥ Other underwriting, acquisition and operating expense ratic is calculated by dividing total other underwriting, acquisition and operating expenses by

net premiums earned.

¥ Total expense ratio is the sum of the commissions and brokerage axpense ratio and the other underwriting, acquisition and operating expense ratio.
) Combined ratio is the sum of the loss ratio and the total expense ratio.
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As we thought about a possible theme around which to organize
Darwin's first annual report, change seemed the compelling choice. An;
T awareness of change IS part of Darwin’s genetic code. Our en\nronment

~i$ always changmg If-we're not prepared for that — if we can't embrace
_' ‘change and adapt accordmglyﬂ then we'll find ourselves side by side:
- with the stegosaurus in our’ ads . Ours is a cyclical industry, and that:
awareness too; shapes strateglc dleclswns about how we'll proceed
" within the executwe professmnal and-health care liability markets we,
~ serve. It also |mpacts our Iong term financial objectives, as we always;
| a|m to posmon Darwm not merely td start outprofltably L RUCEEHENE

;-_ follow demgﬁnstratesour success thus:far. But speclalty msurance
°~1markets contmuallyfevolve When prevallmg conditions soften, Darwrm
- ‘canfook to the operational infrastructure we've-developed over the past
- four years to help maintain our performance stabllrty It includes, first
.and foremost the collective talents, competence, work ethic and

8 expertlse > of Darwin's mcomparable employee force. And we augment
—our staff’s strengths with Darwm built technology tools that make doing

U busmess with us a more effrment streamlined, user-friendly experience.
"3 . 'With these components in place we beligve that Darwin can respond
oo qmckly and elfectwely to varymg market conditions, that we can be
speedrer in finding better ways to drstr|hute our insurance products and
. to process the busmess that comes in. A ‘highly motivated workforce and
".g'::_r__,:custom -built technology are two legs of our stool. The third is the
© nationwide network of valued producer relationships that we've
i1 cultivated and that we're contmumg to expand. It includes many of the
-~ top-tier insurance brokers program admlnlstrators and agencies in our
- industry. Quite frankly, it takes a blt extra to be a Darwin distribution
- partner. With complex professmnal coverages it can take more time and
effort to educate insureds about the |mportant advantages of selecting a

"~ Darwin policy. Our partners know the business, and we appreciate their
w:llmgness to work with us in customizing coverages that result in
lthe optlmum risk- transfer solutlon for every account. - In the pages of

< th|s report you'll see varlatlons on our theme of change as it pertains
ﬁ -to our unique risk- management approach the (i-bind)® approach to
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better product. But change doesn’t happen in our business without
people, and specialty liability insurance is truly a people-oriented
business. One-on-one relationships and personal credibility are
critical, because every broker and every insured expects the utmostin
professional service — and rightfully so. Thus, as we head toward the
150-employee mark later this year, we will continue to rely on our
corporate culture to help us attract the industry’s best and the brightest.
It's an environment that emphasizes teamwork, professional
development, collegiality — and a bit of fun. During 2006 we enjoyed a
number of Company-wide events, the most memorable of which was
an all-employee trip to Wall Street for our NYSE bell-ringing ceremony.
Ours is a workplace that offers interested, excited teammates
collaborating on cutting-edge projects, and keeping that energized,
attractive working environment will differentiate us in a very positive
way as we compete for top talent. - When we began our corporate life
in early 2003, Darwin was a small underwriting shop with modest
capital and a handful of founders crowded into borrowed office space.
Just over three years later, in May 2006, Darwin completed a historic
IPO. “Historic™ because ours was the first new offering ever listed on
NYSE Arca, the Big Board’s “incubator” exchange for emerging growth
companies. From a $16.00 initial offering price, our shares closed
2006 at $23.45, a more than 46% increase, with a resulting market
capitalization of almost $400 million. Also, we are very proud that this
spring, our stock will move to a regular New York Stock Exchange
listing, and we believe this to be the first-ever such migration for a
'NYSE Arca-listed issue. - Looking forward a bit, we anticipate growth
in our existing lines, as well as further diversification of our product
portfolio. Many highly successful property casualty companies have
moved their specialty focus beyond professional liability coverages,
and that's a course you can expect from us as well. You can also expect
that we will continue adapting to our environment in thoughtful,
prudent ways, and always with the goal of profitability throughout the
full market cycle. In sum, as we change the way insurance happens
here at Darwin, we will increase our impact and influence within
the larger marketplace. Just as we said up front: “Nothing will ever be
the same.” And, yes, it's a bold claim. But it's one that our employees
and partners would tell you Darwin is backing up every day.
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/ President & Chief Executive Officer
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Chaos theory. It explains how a single, seemingly isolated act can sometlmes start a Eham of evenis*
that impacts a much larger system - the so-called “butterfly effect.” Since our rbeginning we ‘ve belleved
that Darwin would be a major innovative force within the larger insurance world. To some, doing thmgs
differently is just too chaotic; to us, it's simply in our nature.
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' EATTLING THE INDUSTHRY CAGE H

Jackson

| Innovation + Imitation. Jackson Pollock exploded onto the art scene in the 1940s with a revolutionary

| ~ technigue that changed the direction of art history. We admire Pollock, a tenacious and disruptive talent
who challenged the conventions of his time. We find particular affinity with his avant-garde “action
painting,” a style in which the very process of applying paint to canvas became an essential aspect of
the finished work. Like Pollock, Darwin seeks to stir things up. We, too, see the very process of writing
and administering our coverages as essential to our product — our version of “action insurance’”




Cheeta

Consider, for example, our proprietary {i-bind)® technology tool, which makes applying for a
professional liability policy easier than it's ever been before. With (i-bind), Darwin shows that every
step in an insurance transaction is integral, that the process must be woven into a seamless product
experience. Will other carriers attempt to replicate the Darwin difference? Perhaps, and we'll take it
as the sincerest flattery they can offer.
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| WE BRI GDING N !

Knee deep. Something interesting happens when a medical malpractice insurance application
arrives at Darwin’s offices — our risk-management tendencies emerge, even before the policy is
issued. Risk-management is “action” insurance in the truest sense. Properly done, it can prevent
the human suffering that so often accompanies the economic loss of malpractice. At Darwin it's
critically important that we meet with staff at our insured hospitals and clinics and consult with
them on current best practices to minimize the potential for error. Many of our competitors offer
risk-management only as a costly add-on. We maintain the in-house capabilities that allow us to
make this integral to our overall approach and a valuable Darwin policy feature. More than that,
we interweave risk-management ideas through the entire insuring process. And, in doing so, we
completely redefine the role of risk managers, relying on their insight and experience to help us make
smarter decisions about the risks we assume and the prices we charge. Now we're hearing that
other insurers have begun to follow Darwin’s lead in risk-management innovation. We don’t mind
a bit. Better practices, fewer losses, less suffering - all good outcomes, no matter how you slice it.
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Values. In a book replete with images of ex-planets, message- bearmg limbs and even a patr of / PN

painting primates, it probably goes without saying that Darwin is an uncommon msurer We wear/-/ ‘ \\
the distinction with pride, secure in the knowledge that while our company does stnve to be dlfferent '
it is difference with a purpose. We look for changes that are innovative, that i |mprove products and
services and that enhance our results. « There’s a more traditional side to ‘Darwin, however £ a S|de
where our values are about as old-school as you can |mag|ne For one thlng, we're highly selectlve \
about the breokers and firms we partner with in dlstr|butmg our products. For another, wejunderwnte o
with the care and precision barne of long familiarity with professional liability markets and the risks

inherent in high-severity lines. We've also built a first-rate staff of claims personnel, and/they keep in

close contact with our actuaries to ensure that Darwin’s reserves are maintained at apbropriate levels. 7/
Financially speaking, our insurance operations are well capitalized and our ratios are strong.These are |
the parts of our company that have been built to withstand the forces of change. , P [ ]
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The digitprint differs from a fingerprint. Why? You guessed it — because a digitprint changes. It

even grows. Here's what ours looked like at the end of 2006. Each person named has our gratitude
and appreciation for his or her unigue contributions to Darwin’s identity.
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H ALL WORK AND SOME PLAY H

~w= TNA. Darwin's open, contemporary headquarters space is an essential element of our corporate
culture. Each day, our employees gather here (either in person or via technology) to create the most
dedicated, hard-working group of insurance professionals in the industry. Being part of Darwin’s team
means having some fun, as well. We sponsor a number of all-employee events during the year, such as
our dodgeball tournament and the summer pig roast. The latter was inspired by boyhood memories of
one of our business development executives. His family would celebrate each successful year on their
Philippines pig ranch with a roast. We liked the idea and decided to keep the tradition going. Attendees
at the 2006 pig roast and at our holiday party were serenaded by the rock ‘n’ roll offerings of D7, our
in-house band. (Look for D7 as an entrant in the 2007 FORTUNE Battle of the Corporate Bands.) The
genuine sense of fun and camaraderie differentiates Darwin as a workplace; it's part of what makes
our DNA unique.

C.




} THE GENETICS OF PERIORMANCE !

Financial highlights. The charts on this page provide some metrics that we believe are helpful in
better understanding Darwin. Our view is that a diversified premium base, prudent reserving practices
and conservative investment philosophy will contribute to our performance stability over time.

2006 Gross Premiums Written Total Gross Premiums Written Growth {in Miilions)
N P T S T o e o e, e

17% I zuns\li’"\ji::\?“\:‘ \-:QR-;‘“‘E¢\\%%\7%M $246.3 ‘

- . T M Pt S N B S S St
Directors & Officers

| ;:Z:s& Sooecccce e

2005 T IOOIOOO00

<"'5 ""-B 2004QOOOOOOOOOOH $100.5 |

2003@ - $24.2 |

8% |
Medical Malpractice

Net Loss and LAE Reserves by Statutory Line of Business* Gross Loss and LAE Reserves by Category {in Millions)*

| 38% '
Medical liability, % |
claims-made 378
61% | (ULPAH
Other liability, o —
) @ claims-made b3% |
$331 IBNR)
| 1% '
Other liability, . o
occurrence ‘ 84% |.
) $2226
Investment Portfolio* Fixed Maturities Ratings and Breakdown*
A 1% |
EBB+
P % —— SN
@ AAR e ——1 13 |
1% : B (B )y 7 AAnRAAA
Short-term TN Ty ' -
A 83% -
Fixed maturities { 15% |
A+, A, A-

*Based on reserve and investment balances as of December 31, 2006.
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Management's Discussion and Analysis of Financial Conditions and Results of Operations

The following discussion and analysis of our financial condition and results of operations shouid be read in conjunction with the
audited consolidated financial staternents and accompanying notes included herein. Some of the information contained in this
discussion and analysis or set forth eisewhere in this Annual Report constitutes forward-looking statements that involve risks
and uncertainties. Flease see “Note on Forward-Looking Statements " for a discussion of important factors that could cause
actual results to differ materially from the results described in or implied by the forward-looking statements contained herein.

NOTE ON FORWARD-LOOKING STATEMENTS

Some statements in this Report are “forward-looking statements” as defined in the Private Securities Litigation Reform Act
of 1995, as amended. All staternents other than historical information or statements of current condition contained in this
Report, including statements regarding our future financial performance, our business strategy and expected developments
in the commercial insurance market, are forward-ooking statements. The words “expect,” “intend.” “plan.” “believe” " proj-
ect;” “may,’ "estimate,” "continue.” "anticipate,” “wil" and similar expressions of a future or ferward-locking nature identify
forward-locking statements. We have based these forward-looking statements on management's current expectations.
Such statements are subject to a number of risks, uncertainties and other factors that may cause actual events or resuits to
differ materially from those expressed or implied by any of these statements.

Factors that could cause actual events or results to differ materially from our farward-looking statements include, but
are not limited to, the following: global economic conditions which could affect the market for specialty liability insurance
generally as well as alter the intensity of competition within our markets; changes in the laws, rules and regulations that
apply to our insurance companies and that affect how they do business; effects of newly-emerging claim and coverage
issues on our insurance businesses, including adverse judicial decisions or regulatory rulings; unexpected loss of key per-
sonnel or higher—than-ant'icipated turnover within our staff; effects of rating agency policies and practices that could impact
our insurance companies’ claims-paying and financial-strength ratings; market developments affecting the availability and/or
the cest of reinsurance, including changes in the recoverability of reinsurance receivables; impact on financial results of
actual claims levels' exceeding our loss reserves, or changes in what level of loss reserves is estimated to be necessary;
impact of industry changes required as a result of insurance industry investigations by state and federal authorities; develop-
ments within the securities markets that affect the price or yield on investment securities we purchase and hold in our
investment portfclio; our inability for any reason to execute announced andfor future strategic initiatives as planned; and
other factors identified in filings with the SEC, including those discussed in the “Risk Factors” above.

These statements should not be regarded as a representation by us or any other person that any anticipated event,
future plan or other expectation described or discussed in this Report will be achieved. We undertake no obligation to
update publicly or review for any reason any forward-looking statement after the date of this Report or to conform these
statements to actual results or changes in our expectations. All subsequent wriiten and oral forward-looking statements
attributable to us or individuals acting on our behalf are expressly qualified in their antirety by this paragraph.

OUR HISTORY
Darwin Professiona! Underwriters Incorporated (DPUI) was criginally formed by Stephen Sills, our Prasident and Chief
Executive Officer, and Alieghany in March 2003 as an underwriting manager to underwrite professional liability coverages in
the D&, E&O and medical malpractice liability lines for three insurance companies that are wholly-owned subsidiaries of
Alleghany: Capitol Indemnity Corporation, Capitol Specialty insurance Corporation and Platte River Insurance Company
{which we refer to, collectively, as the "Capitol Companies”). DPUI also writes the same professional liability coverages on
its two wholly-owned carriers Darwin National Assurance Company (DNA) and Darwin Select Insurance Company (Darwin
Select). Since inception, we have had full responsibility for managing the business produced by DPUI and issued on policies
of the Capitol Companies, including responsibility for obtaining reinsurance on such business and responsibility for adminis-
- tering claims. Whenever we refer to business generated, written or produced by any of the aforementicned Darwin legal
entities {Darwin), we include business produced by DPUI and written on policies of the Capitel Companies {whether before
or after the acquisitions of DNA and Darwin Select), all of which policies are now fully reinsured by DNA.

In February 2004, Alleghany formed Darwin Group, Inc. {"Darwin Group”), a wholiy-owned subsidiary of Alleghany, in
order to acquire DNA, an admitted insurance company domiciled in Delaware, from Aegis Holding, Inc., a subsidiary of
Associated Electric & Gas Insurance Services Limited. At the time of acquisition, DNA (then named U.S. Aegis Insurance
Company} was licensed in 40 states. As of December 31, 2006, DNA was licensed in 48 jurisdictions (including the District
of Cotumbia) and was eligible to write on a surplus lines basis in one additional state {Arkansas).

(n May 2005, Darwin Group, through its subsidiary DNA, acguired Darwin Select, a surplus lines insurance company
(then named Ulico Indemnity Cornpany) domiciled in Arkansas, from Ulico Casualty Company, a subsidiary of ULLICO Inc.
As of December 31, 2006, Darwin Select was licensed to write insurance in Arkansas and was eligible to operate on a sur-
plus lines basis in 46 additional states.
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OUR CORPORATE RZORGANIZATION

Effective October 1, 2005, Darwin Group, through its subsidiary ONA, entered into a series of reinsurance and commutation
agreements with the Capitol Companies. Overall, these reinsurance agreements had the effect of transferring to DNA all

of the in-force business produced by DPUI and issued on policies of the Capitol Companies, along with the corresponding
financial statement effects of these policies. In addition, in November 2005, Alleghany made a capital contribution of

$135 million to Darwin Group, which subsequently contributed this capital to DNA.

Effective January 1, 20086, DPUI became the parent of Darwin Group and its subsidiaries, DNA and Darwin Select
and, in connection therewith, DPU! issued to AIHL shares of Series B Convertible Preferred Stock with an aggregate tiquida-
tion preference of $1972 million, equal to the book value of Darwin Group on December 31, 2005, in exchangs for all of the
outstanding common stock of Darwin Group held by AIHL. In addition, AIHL exchanged its 6,600,000 shares of common
stock of DPUI, representing 80% of the issued and outstanding shares of DPUI, for 9,560 additicnal shares of Series A
Preferred Stock of DPUI having an additional aggregate liquidation preference of $20 per share, representing 80% of the
hook value of DPUI on December 31, 2005, We refer to these transactions, collectively, as the “Reorganization” As a result
of the reorganization, the only shares of comman stock cutstanding as of January 1, 2006 were unvested restricted shares.

The finarcial statements give retroactive effect to both the transfer of the inforce business to Darwin Group from the
Capital Companies and the contribution of Darwin Group to DPUI as transactions between entities under common control,
accounted for as a pooling of interests. This results in a presentation that reflects the actual business produced and man-
aged by DPUI, regardless of the originating insurance carrier, with all periods presented as if DPUl and Darwin Group,
including the transferred in-force business, had always been combined.

On May 3, 2006, the DPU| Board of Directors approved a 33-fortwo stock split of the DPUI's shares of common
stock, to be effected on the effective date of DPU!'s registration statement on Form S-1 in connection with its initial public
offering, which occurred on May 19, 2006. In addition, the par value of the common stock has been adjusted to $0.01 per
common share from $0.10 per common share. The resulting increase in common stock was offset by a decrease in addi-
tional paid-in capital.

All common stock and pershare data included in these consolidated financial statements, and the exchange ratios for
the Series B Convertible Preferred Stock, have been retroactively adjusied to reflect the 33-fortwo steck split and the
change in par value for all periods presented.

After giving effect to the Reorganization, Alleghany owned approximately 54.9% of Darwin and our management
owned approximately 10% {with management's equity interest held through a restricted stock plan).

QUR CONDENSED CONSOLIDATED FINANCIAL INFORMATION

The accompanying historical condensed consolidated results of operations (page 30) are presented on a basis that reflects
the actual business written by DPUI, regardiess of the originating insurance carrier and include the stand-alone operations of
DPUI, Darwin Group and its subsidiaries, DNA and Darwin Select, and certain results of operations of the Capitel Companies
resulting from the business produced by DPUI and issued on policies of the Capitol Cornpanies. All of the business produced
by DPUl and issued on policies of the Capitol Companies was assumed by DNA for all periods presented in these financial
statements. .

These condensad consolidated results of operations are presented in accordance with U.S. generally accepted account-
ing principles (GAAP). The preparation of financial statements requires management to make estimates and assurnptions
that affect amounts reported in the financial statements and accompanying notes. Actual results could differ significantly
frorn those estimates.

CRITICAL ACCOUNTING ZSTIMIATES

Loss and Loss Adjustment Expense (LAE) Reserves. Darwin establishes reserves on its balance sheets for unpaid losses
and LAE related to our insurance contracts. The reserves are our estimated ultimate cost for all reported and unreported
loss and LAE incurred and unpaid as of the balence sheet date.

The estimate of Darwin's ioss and LAE reserves reflects the types of contracts written by Darwin. Darwin's insurance
contracts are predominantly written on a “claims-made” basis. Claims-made insurance contracts are commonly used in
Darwin's lines of business and provide coverage for claims related to covered events described in the insurance contract
that are made against the insured during the term of the contract and reported to the insurer during a period provided for in
the contract.

Darwin has a small number of insurance contracts that are written on an “occurrence” basis. Occurrence basis insur-
ance contracts provide coverage for losses related to covered events described in the insurance contract that occur during
the term of the contract, regardless of the date the loss is reported to the insurer.

For both claims-made and occurrence contracts, a significant amount of time can elapse hetween the occurrence of
an insured event, the reporting of the occurrence to the insurer and the final settlement of the claim {including related set-
tlement costs). Since reporting periods are defined and limited in time under claims-made contracts but are not defined and
limitad in time under occurrence contracts, the ultimate settlerment periad for losses incurred under claims-made contracts
is generally shorter than under occurrence contracts. o
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The major components of our loss and LAE reserves are (1) case reserves and (2} IBNR (“incurred but not reported”)
reserves. Both include a provision for LAE. We divide LAE into two types: {1} "allocated” expenses (“ALAE"} are those that
arise from defending and settling specific claims, such as the cost of outside defense counsel, and (2) “unallocated”
expenses ("ULAE") are those that do not arise from and cannot be assigned to specific claims, such as the general
expense of maintaining an internal claims department.

Case reserves are liabilities for unpaid losses and ALAE on reported cases. Case reserves are established by claims
adjustors as soon as sufficient information has been reported for a reasonable estimate of the expected cost of the claim.
The amount of time required for the information to be reported may vary depending on the circumstances of the event that
praduced the loss. Claim adjustors seek to establish case reserves that are equal 1o the ultimate payments. The amount of
each reserve is based upon an evaluation of the type of claim involved, the circumstances surrounding each claim, the nolicy
provisions relating to the loss, the level of insured deductibles, retentions or co-insurance provisions within the contract and
other factors relevant to the specific claim. For claims involving litigation, Darwin utilizes outside attorneys with expertise in
the area of litigation as monitoring counsel or defense counsel. In addition Lo relying on his or her own experience and judg-
ment, & claims adjuster will consider monitoring or defense counsel's estimate of ultimate liability on a claim in the estab-
lishment of case reserves. Expenses incurred by the monitoring or defense counsel are included as ALAE reserves. During
the loss-adjustrnent period, these estimates are revised as deemed necessary by our claims department based upon devel-
opments and periodic reviews of cases. Individual case reserves on all claims are reviewed regularly by claims manage-
ment. Individual case reserves an severe claims are reviewed for adequacy at least quarterly by senior management.

IBNR is the estimated liability for (1) changes in the values of claims that have been reported to the company but are
not yet settled, as well as (2) claims that have occurred but have not yet been reported. Each claim is setiled individually
based upon its merits, and it is not unusual for a claim to take years aftar being reported to settle, especially if legal action is
involved. As a result, reserves for unpaid losses and ALAE include significant estimates for "IBNR" reserves.

Case and IBNR reserves together constitute the reserve for losses and ALAE. In addition, a ULAE reserve is estab-
lished on a formula basis as a percentage of loss and ALAE case and IBNR reserves. In total, these amounts represent
managerment'’s best estimate, as of each reserve evaluation date, of ultimate settlement costs based on the assessment of
facts and circumstances known at that time.

Darwin relies on two actuarial methods that employ significant judgments and assumptions 1o establish loss and
ALAE reserves recorded on the balance sheet. Darwin's choice of actuarial methodologies is limited by the fact that, due to
Darwin's relatively short history, its loss and ALAE emergence since inception lacks sufficient data to be statistically credible
for many methodologies.

For each line of business, Darwin uses two methodologies. These methodologies are generally accepted actuarial
methods for estimating IBNR and are as follows:

1) The BornhuetterFerguson ("B-F") methodology. This methodology utilizes:

al Darwin's initial expected loss ratio. Darwin selects this ratio based on historical insurance industry results.
“Loss ratio” means the ratio of loss and ALAE to premiums earned.
b} Expected reporting and development patterns for losses and ALAE. We utilize historical insurance industry
results for Darwin's product lines of insurance.
c) Darwin's actual reported losses and ALAE.
The B-F method hlends actual reported losses with expected losses based on insurance industry experience.

2) The Expected Loss Ratio methodology. This methodology applies the expected loss and ALAE ratio to premiums
earned (which are the portion of property and casualty premiums written that apply to the expired portion of the
pclicy term). Darwin's selected expected loss and ALAE ratios under this method are based on historical insurance
industry results along with our price and loss trends on each product line.

Darwin believes that both of the methodologies used are well-suited to Darwin's relatively short history and low
leve! of reported losses and ALAE. Darwin's reported losses and ALAE have reached a level of maturity that has allowed
us to utilize an actuarial weighting of the two methodologies commencing as of June 30, 2006. The weighting relies pre-
dominantly on the Expected Loss Ratio methodology, which has generally produced higher reserve estimates, but allows
the B-F methodology to have a modest impact on our ultimate loss estimates initially. The weighting of the B-F methodology
will increase over time as Darwin's actual loss and ALAE history becormes more mature and as the volume of business
Darwin writes reaches levels where actuarial projections relying on this data are statistically credible.

The two methodologies are complementary. The Expected Loss Ratio methadology directly reflects the historical,
and thus potentiat, impact of high severity losses. The historical loss and ALAE ratios that form the basis of the Expected
Loss Ratio method are directly impacted by large losses (severity) as they refiect composite industry data. By comparison,
the historical insurance industry expected reporting and development patterns utilized in the B-F methodology are most pre-
dictive as reported losses and ALAE mature and/or reach a credible volume. As our losses and ALAE continue to mature,
we expect that the B-F methodology will become a more reliable methodology for us, and that the actuarial weighting will
utilize it as a more significant predictor of ultimate loss and ALAE.

24




The actuarial weights may be subject to revision as losses are reported and develop toward ultimate values. For
example, if all claims reporied in an experience year are setled and closed more quickly than expected based upon industry
data, the weight applied to the B-F methodology may be adjusted.

The weight applied to the B-F indication for each experience year is 0% at 12 months of maturity and increases to
100% at 72 months of maturity. For example, {osses reported to Darwin during 2004

« Are at 12 monihs of maturity when evaluated on 12/31/04. The B-F indications would receive 0% weighting.

« Are at 36 months of maturity when evaluated on 12/31/06. The B-F indications would receive 30% weighting.

« Are at 72 months of maturity when evaluated on 12/31/09. The B-F indication would receive 100% waeighting.

Complementary weights are applied to the Expected Loss Ratio methodology for each experience year. This is designed
to provide both stability (Expected Loss Ratio method} and moderate responsiveness (B-F method) in determining loss and
ALAE reserves. The impact of the actuarial welghting methodology and management judgment was a reduction for the year
ended December 31, 2006 of $2.3 million or 1.4% of the total net loss and ALAE reserves, reflecting favorable loss and
ALAE emergence for the 2003 and 2004 accident years.

In the fourth quarter of 2008, we revised our methodology for calculating the ULAE reserve. As menticned above,
ULAE represents claim-related expenses that do not arise from and cannot be assigned to specific claims, such as the gen-
eral expense of maintaining an internal claims department. [nsurers often determine ULAE reserves based on loss and
ALAE reserves. However, Darwin had been accruing ULAE reserves as a percentage of earned premiums because the level
of reported loss and ALAE was very low during our first few years of operation while earned premium grew steadily. We
believe that basing ULAF reserves on earned premium was prudent for our early years because it represented Darwin's
growing size and exposure to claims.

We now belleve that Darwin's loss experience has matured to the point that we can adopt a method of getermining
the ULAE reserve based upon loss and ALAE reserves. We have therefore adopted a generally accepied methodology that
assumes that (1} 50% of ULAE is incurred when a claim is first reported, analyzed and a case reserve is established, and (2]
the remaining 50% of ULAE is incurred over the life of the claim. The ULAE reserve will therefore be determined at any
point in time by applying a fixed percentage to 5% of our loss and ALAE case reserves and 100% of our loss and ALAE
IBNR reserves. We selected a fixed percentage of 3.2% based on our analysis of insurance industry averages. ULAE
reserves will now change as loss and ALAE reserves change. The impact of adopting the revised methedology was a reduc-
tion of $0.9 million to the ULAE reserve in the fourth quarter for the year ended December 31, 2006.

Darwin's loss reserve analysis calculates a point estimate rather than a range of reserve estimates. This is done
because a significant portion of Darwin's loss and LAE reserves relates 1o lines of business that are driven by severity rather
than frequency of claims. High-saverity lines of business tend to produce a wide range of reserve estimates that limit the
usefulness of the range for selecting reserves. We belisve that point estimates based on appropriate actuarial methodolc-
gies and reasonable assumptions are more acwarnially reasonable. The point estimates are recorded in Darwin's financial
statements. Also, we do not discount {recognize the time value of money} in establishing our reserve for losses and LAE.

Darwin could be exposed 1o losses resuiting from a significant liability event, such as an unexpected adverse court
decision that impacts muitiple insureds, or the occurrence of an unusually high number of liability losses in one reporting
period. Such events could have a material adverse impact on Darwin's results during such period, and such impact would
not be mitigated by the Company's current reinsurance structure. In general, liability claims are susceptible to changes in
the legal envirenment, such as changes in laws impacting claims or changes resulting from judicial decisions interpreting
insurance contracts. However, it is often difficult to guantify the impact that such changes in the environment might have
on Darwin's reserves. Not all environmental changes are necessarily detrimental 10 Darwin's loss ratio and reserves. For
example, recent medicat malpractice tort reform legislation at the state level could result in mitigation of loss which, if not
offset by significant reductions in price levels, would result in improvement in Darwin's loss and LAE ratio.

The liabilities that we establish for Ioss and LAE reserves reflect implicit assumptions regarcing economic, legat and
insurance variables. These include changes in insurance price levels, the potential effects of future inflation, impacts from
law changes and/or judicial decisions, as well as a number of actuarial assumptions that vary across Darwin's lines of
business. This data is analyzed by line of business and report/accident year, as appropriate. Along with ¢laim severity, as
discussed above and incorporated through the use of industry loss and LAE ratios, two variables that can have significant
impact on actuarial anatysis of loss and LAE reserves are recent trends in insurance price levels and claim frequency.

Regarding changes in price levels, for its renewals in 2006, Carwin experienced average price decreases of 4.4%
across its product lines. These decreases follow several years of price increases in lines of business that Darwin writes
and we believe they are not unusual during the insurance pricing cycle. Without mitigating factors, such as favorable loss
emergence, such reductions in prior price levels could result in a commensurate increase in the expected loss and LAE
ratio that is utilized in actuarial methedologies. )

Darwin monitors changes in ciaim freguency {number of claims). Such changes vary by line of business and can
impact the expected loss and LAE ratio. For example, Darwin writes DO liability insurance for public companies, and
securities class action suits have historically generated significant losses in this line.
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The liabilities for loss and LAE reserves include significant judgmenits, assumptions and estimates made by manage-
ment relating to the ultimate losses that will arise from the claims. Due to the inherent uncertainties in the process of
establishing these liabilities, the actual ultimate ioss from a claim is likely to differ, perhaps materially, from the Hability initially
recorded and could be material to the results of Darwin's operations. The accounting policies used in connection with the
establishment of these liabilities are considered to be critical accounting policies.

Darwin establishes its best estimate for liabilities for loss and LAE reserves. Because of the high level of uncertainty
regarding the setting of liabilities for loss and LAE reserves, it is the practice of Darwin to engage, at least annually, an
outside actuary to evaluate and opine on the reasonableness of these liabilities. Based on the company's reviews and the
external actuarial opinions as of December 31, 2006, management believes that the reserves for loss and LAE reserves
established as of December 31, 2006 are adequate and represent the best estimate of Darwin's liabilities. For December 31,
2006, our external actuaries issued ungualified statements of actuarial opinicn as to the reasonableness of the reserves
of each of DNA and Darwin Select. These unqualified statements will be filed with the insurance departments of their
respective states of domicile (Delaware and Arkansas). The statements of actuarial opinion issued by our external actuaries
indicate that they may be relied upon only by the specified insurance company and the insurance departmenis of the
various states with which it files annual statutory statements.

Darwin is unable at this time to determine whether additional loss and LAE reserves, which could have a material
impact upon its financial condition, results of operations and cash flows, may be necessary in the future.

The following tables show the breakdown of our reserves between case reserves, IBNR reserves and ULAE reserves
both gross and net of reinsurance:

GROSS LOSS AND LAE RESERVES {Dollars in thousands)

. At December 31, 2006 At December 31, 2005

Statutory Line of Business Case IBNR ULAE Total Case IBNR ULAE Total
Other liability, claims-made $17779 $135938 $3,931 $157648 $ 5213 $ 76517 $3.079 $ 84.809
Other liability, occurrence - 1,725 47 1,772 - 20 1 21
Medical Malpractice Liability,

claims-made 15,334 84,952 3,843 104,129 7014 44,601 1,958 53,574

Total $33.113  $222,615 $ 7821 $263,549 $12.227 $121,138  $5,039 $138.404
Percentage of total

gross reservas 13.0% 84.0% 3.0% 100.0% 8.6% 877% 3.7% 100.0%

LOSS AND LAE RESERVES, NET OF REINSURANCE [Doliass in thousands)

At December 31, 2006 At December 31, 2005

Statutory Line of Business Case IBNR ULAE Total Case IBNR ULAE Total
Cther liability, claims-made $14,653 §$ 82,887 $3,895 $101,435 $4997 $48895 $3.043 $56935
Cther liability, occurrence - 1,364 47 141 - 19 1 20
Medical Malpractice Liability,

claims-made 12,556 48,046 3,843 64,445 6,767 21,494 1,959 30,220

Total $27209 $132,297 $7785 $167291 $11,764 $70408 $5003 § 87175
Percentage of total

net reserves 16.0% 79.0% 5.0% 100.0% 13.5% 80.8% 5.7% 100.0%

For the B-F and Expected Loss Ratio methodologies that Darwin uses in reserve estimation, important assumptions
are related to the insurance industry historical experience that forms the basis for Darwin's estimates. These assumptions are
that {1) the Expected Loss and LAE ratio is a credible estimate of Darwin's ultimate loss ratio and (2) industry expected
reporting and development patterns for losses and ALAE are indicative of the emergence pattern that Darwin will experience.

The sensitivity of indicated reserves to changes in assumptions is estimated by creating several scenarios and apply-
ing Darwin's actuariai methodologies. The scenarios assume:

(1) The expected loss and LAE ratios vary by as much as 5 percentage points above and below the key assumptions

underlying cur sefected loss reserving methodologies. Both methodologies are sensitive to this assumption.

{2) Loss development factors change by an average of 5% from the key assumptions underlying our selected loss

reserving methodologies. A decrease in foss development means that Darwin's reported [osses are assumed
10 be closer to ultimate value and thus have less development remaining than insurance industry data would
indicate. An increase in loss development means that Darwin's reported losses and LAE are assumed to have
more development remaining before ultimate vaiues are reached than insurance industry data would indicate.
The B-F method is sensitive 1o this assumption.
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These scenarios are well within historical variation for Darwin's lines of business and we believe they create a reason-
able sensitivity test of Darwin's reserves, Neither of these adjustments is believed to be more likely than the other in the
assumptions underlying Darwin's reserves.

The tables below present the potential changes in Darwin's gross loss reserves as of December 31, 2006 (assumes
no benefit from reinsurance), before and after the effect of tax, that could result based upon changes of the key assumptions
underlying our selected loss reserving methodologies:

PRE-TAX (Dallars in thousands)

Change in Loss Development/Emergence

5% Average No 5% Average
Change in Expected Loss and LAE Ratio Decrease Change Increase
& percentage point increase - 8§ 7643 $ 16,604 $24,774
No change (8,434} - 7643
5 percentage point decrease {24,510} (16,604) {9,488)

AFTER-TAX (ASSUNVIES A 35% TAX RATE) (Dolars in thousands)

Change in Loss Development/Emergence

5% Average No 5% Average
Change in Expected Loss and LAE Ratio Decrease Change Increase
5 percentage point increase $ 4,968 $ 10,792 $16,103
No change (5.482) - 4,968
5 percentage point decrease {15,932) {10,792} (6,167)

The effect of Darwin's reinsurance program on the scenarios reflected above would depend on the nature of the loss
activity that generated a change in loss development/ernergence. Darwin's reinsurance program is predorminantly excess of
loss in structure and will respond to the occurrence of individual large losses (severity). If the changes were produced by a
large number (frequency} of small losses, the reinsurance would not respond and the scenario results would be unchanged.
The results summarized above implicitly make this assumption.

Darwin continually evaluates the potential for changes, both positive and negative, in its estimates of liabilities and
uses the results of these evaluations 1o adjust both recorded liabilities and underwriting criteria. With respect to liabilities
for loss and LAE reserves established in prior years, such liabilities are periodically analyzed and their expected ultimate
cost adiusted, where necessary, to reflect positive or negative development in loss experience and new information,
including revised industry estimates of the results of a particular line of business. Adjustmenis 10 previously recorded
loss and LAE reserves, both positive and negative, are reflected in Darwin's financial results in the periods in which such
adjustments are made and are referrec to as prior year reserve development.

Reinsurance and Reinsurance Recoverables. Darwin purchases third party treaty reinsurance for substantially all of its
lines of business. Treaty reinsurance provides protection over entire classes or lines of business. On a limited basis, Darwin
has purchased facultative reinsurance which is reinsurance obtained an a case-yy-case basis tor all or part of the insurance
with respect 10 a single risk, exposure, or policy) o provide reinsurance protection on individual risks. Accounting for
reinsurance contracts is complex and requires a number of significant judgments and estimates 10 be made regarding

the calculation of amounts payable to reinsurers, amounts recoverable from reinsurers and the ultimate collectibility of
those reinsurance recoverables from reinsurers. n addition, significant judgments are required in the determination of the
comphance with overall risk transfer provisions that guice the accounting for reinsurance. These judgments and estimates
are critical accounting estimates for Darwin.

Part of our current excess of loss reinsurance program is structured on a variable-rated basis, which enables us to
retain a greater portion of premium if our ultimate loss ratio is lower than an initial provisicnal loss ratio set out in the rein-
surance contract. For these contracts our ceded premium incurred on these treaties is determined by the loss ratio on the
business subject to the reinsurance treaty. As the expected ultimate loss ratio increases or decreases, the ceded premiums
and losses recoverable from reinsurers will also increase or decrease refationally within a minimum and maximum range for
ceded premium and subject to a loss ratio cap for losses recoverable. Until such time as the ceded premium reaches the
maximum rate within the terms of the contract, ceded premium paid to the reinsurer will be in excess of the amount of any
losses recoverable from reinsurers. After the ceded premium incurred reaches the maximur rate stated in the coniract,
covered losses incurred within the contract are recoverable from reinsurers up 1o & loss ratio cap, without any required addi-
tional ceded premium payment. Not all variable contracts specify a loss cap, but where they are in effect, they vary, with the
lowest cap being 225% of the maximum rate of ceded premium payable within the terms of the contracts. As a result, the
same uncertainties associated with estimating loss and LAE reserves affect the estimates of ceded premiums and losses
recoverable from reinsurers on these contracts.




In addition to the variable-rated excess of loss reinsurance, Darwin alsc purchases fixed-cost excess af loss reinsurance,
under which we cede a fixed percentage of premiums to our reinsurers depending upon the policy limits written, and the
losses recoverable are determined based upon losses incurred in excess of the reinsurance attachment point.

Unpaid ceded reinsurance premium balances payable to the reinsurers are reported as liabilities and estimated ceded
premiums recoverable from reinsurers are reported as assets.

Reinsurance contracts that do not result in a reasonable possibility that the reinsurer may realize a significant loss
from the insurance risk assumed and that do not provide for the transfer of significant insurance risk generally do not meet
the requirements for reinsurance accounting and are accounted for as deposits.

Darwin performs analyses of its reinsurance contracts to ascertain whether or not they meet the risk transfer
provisions of Financial Accounting Standards Board (FASB) Statement No. 113, Accounting for Reinsurance (SFAS No. 113).
Evaluating risk transfer involves significant assumptions relating to the amount and timing of expected cash flows, as well
as interpretations of underlying contract terms, to determine if contracts meet the conditions established by SFAS Na. 113.
These tests include a number of subjective judgments. Because of this subjectivity and in the context of evolving practices
and application of existing and future standards, we could be required in the future to adjust our accounting treatment of
these transactions. This could have a material effect on our financial condition and results of operations. Based upon the
analysis performed on our reinsurance contracts, we believe that al! of our contracts with third party reinsurers meet the
risk transfer provisions of SFAS No. 113, and theretore we do not account for any of our reinsurance contracts as deposits.

Reinsurance recoverables on paid and unpaid losses (including amounts related to settlement expenses and claims
incurred but not reported) and ceded unearned reinsurance premiums are reporied as assets. Amounts recoverable on unpaid
losses from reinsurers are estimated in a manner consistent with the claim liability associated with the reinsured business.

Ceded unearned reinsurance premiums (the portian of premiums representing the unexpired portion of the policy
term as of a certain date), reinsurance recoverable on paid and unpaid losses and settlement expenses and ceded premiums
recoverable are reported separately as assets, rather than being netted with the related liabilities, since reinsurance does
not relieve us of our liability to policyholders. Such balances are subject to the credit risk associated with the individual
reinsurer. We continually monitor the financial condition of our reinsurers. Any estimate of unrecoverahle amounts from
troubled or insolvent reinsurers is charged to earnings at the time of determination that recoverability is in doubt. To date,
Darwin has not recorded a charge to earnings for uncoflectibility of reinsurance recoverables from reinsurers.

Investment Valuation. Darwin holds its fixed-income securities as available for sale, and as such, these securities are recorded
at fair value based on quoted market prices or dealer quotes. Unrealized gains and losses during the year, net of the related
tax effect applicable to available-forsale securities, are excluded from earnings and reflected in other cormnprehensive income
{loss} and the cumulative effect is reported as a separate compaonent of common stockholders’ equity until realized.

Fixed maturities deemed to have declines in value that are otherthan-temporary are written down to carrying values
eqgual to their estimated fair values in the condensed consolidated staterent of operations. On a quarterly basis, all securi-
ttes with an unrealized loss are reviewed to determine whether the decline in the fair value of any investment below cost
is otherthantemporary. Considerations relevant 1o this determiration include the persistence and magnitude of the decline
of the issuer, issuerspecific financial conditions rather than general market or industry conditions and extraordinary events
including negative news releases and rating agency downgrades. Risks and uncertainties are inherent in our assessment
methcdology for determining whether a decline in value is otherthan-temporary. Risks and uncertainties could include,
but are not limited to, incorrect or overly optimistic assumptions about financial condition o liquidity, incorrect or overly
optimistic assumptions about future prospects, inadequacy of any underlying collateral, unfavorable changes in economic
or social conditions and unfavorable changes in interest rates or credit ratings.

Impairment losses result in a reduction of the underlying investment's cost basis. Significant changes in these factors
could result in a considerable charge for impairment losses as reported in the condensed consolidated financial statements.

Part of our evaluation of whether particular securities are other-than-temporarily impaired involves assessing whether
we have both the intent and ability to continue to hold securities in an unrealized loss position. Since our formation in March
2003, we have not sold any securities held in our investment portfolio for the purpose of generating cash to pay claims or
dividends or to meet any other expense or obligation. Accordingly, we believe that our sale activity supports our ahility 1o
continue to hold securities in an unrealized loss position until our cost may be recovered.
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Deferred Taxes. Deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences
between the financial statement camrying amount of existing assets and liabilities and their respective tax bases and operat-
ing 'oss and tax credit carry forwards. Deferred tax assets and lizkilities are measured using enacted tax rates expected

to apply to taxable income in the years in which those temporary differences are expected to be recovered or settled. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period that includes the
enactment date. At December 31, 2006, net deferred tax assets of $8.7 millicn were recorded. At December 31, 2006
gross deferred tax assets were $14.2 million and gross deferred tax liabilities were $5.5 million,

Darwin regularly assesses the recoverability of its deferred tax assets. A valuation allowance is provided when it is
more likely than not that some portion of the deferred tax asset will not be realized. In assessing the recoverability of
deferred tax assets, managernent considers whether it is more likely than not that some portion or all of the deferred tax
assets will not be realized. The ultimate realization of deferred tax assets is dependent upen the generation of future taxable
income during the periods in which those temporary differences become deductible. Management considers the scheduled
reversal of deferred tax liabilities, projected future taxable income and tax planning strategies in making this assessment.
Based upon the projections for future taxable income over the periods which the deferred 1ax assets are deductible as well
as our 2006 taxable income on a separate return basis earned prior to the completion of our initial public offering, manage-
ment believes it is more likely than not the company will realize the benefits of these deductible differences. The amount
of the deferred tax asset considered realizable, however, could be reduced in future periods, if estimates of future taxable
income are lower than expected.

Since its inception, and until the initial public offering on May 19, 2008, Darwin filed a consolidated federal income
tax return with its ultimate parent, Alleghany. Darwin is required to file its own consolidated federal income tax return for
the period May 19, 2006 through December 31, 2006. Alleghany has informed us that it will include the Darwin resuits
from January 1, 2006 through May 18, 2006 in the parent's December 31, 2006 consolidated tax return.

Intangible Assets. Darwin recognized intangible assets in connection with the acquisitions of DNA and Darwin Select.
Darwin accounts for intangible assets in accordance with SFAS No. 142, Gooawill and Other Intangible Assets (SFAS
No. 142). Management has determined that these intangible asssts have an indefinite life.

SFAS No. 142 requires that intangibile assets with indefinite useful lives be capitalized and tested for impairment at
least annually. An annual assessment is performed by Darwin to evaluate the continued recoverability of the intangible
asset balance. The company did not recognize any impairment of intangibles during fiscal years ended December 31, 20086,
2005 and 2004.

The critical accounting estimates described above should be read in conjunction with Darwin's other accounting
policies as they are described in Note 2 to the December 31, 2006 consolidated financial statements presented in this
Annual Report. The accounting pelicies described in Note 2 require Darwin to make estimates and judgments that affect
the reported amounts of assets, liabilities, revenues and expenses, and related disclosure of contingent assets and liabilities
but do not meet the level of materiality required for a determination that the accounting policy is a critical accounting policy.
On an ongoing basis, Darwin evaluates its estimates, including those related to the value of longived assets, bad debts,
deferred insurance acquisition cosis, and contingencies and litigation. Darwin's estimates are based on histerical experience
and on various other assumptions that are believed to be reasonable under the circumstances. Actual results may differ
from these estimates under different assumptions or conditions.




CONDENSED CONSOQLIDATED RESULTS OF OPERATIONS

The following table sets forth our consolidated results of operations and underwriting results {dollars in thousands). The
consolidated resutts of operations give retroactive effect to our recrganization for all periods presented. All significant
inter-company accounts and transactions have been eliminated.

Year Ended December 31, Change Change
{Dollars in thousands) 2006 2005 2004 2006 vs 2005 2005 vs 2004
Insurance Revenues:
(Gross premiums written $ 246,252 $165,824 $ 100,455 48.5% 65.1%
Ceded premiums written (89.248) (65,174) {29,955 36.9% NM76%
Net premiums written 157,004 100,650 70,500 56.0% 42.8%
Increase in unearned premiums (24,626} {15,952} {24,408) 54.4% (34.6)%
Net premiums earned 132,378 84,698 46,092 56.3% 83.8%
Net investment income 16,442 4,920 249 234.2% 418.4%
Realized investment gains (losses) 12 {178} 1 {106.8)% ®
Other income - 14 - (100.0)% *
Total revenues 148,832 89,456 47042 66.4% 90.2%
Costs and Expenses:
Losses and foss adjustment
expenses incurred 88,619 58,606 729,628 51.2% 978%
Commissicns and brokerage expenses 14,609 9,191 6,167 58.9% 49.0%
Other underwriting, acquisition and
operating expenses 21,603 14,574 10,221 48.2% 42 6%
Other expenses 750 1,102 904 {31.9)% 21.9%
Total costs and expenses 125,581 83,473 46,920 50.4% 779%
Earnings before income taxes 23,251 5983 122 288.6% *
Income tax expense 7286 2,276 7 220.1% *
Net earnings $ 15,965 § 3707 g 48 330.7% ¥
Underwriting ratios to net premiums earned:
Loss ratio " 66.9% 69.2% 64.3% (2.3)% 4.9%
Commissions and brokerage expense ratio @ 1M1.1% 10.9% 13.4% 0.2% {2.5/%
Other underwriting, acquisition and
operating expense ratio ¥ 16.3% 17.2% 22.2% (0.9)% {5.0%
Total expense ratio " 27.4% 28.1% 35.6% (0.7)% (7.51%
Combhined ratio *® 94.3% 973% 99.9% (2.9)% {2.6)%
Net premiums written/gross premiums written 63.8% 60.7% 70.2% 3.1% {9.5)%
Net premiums earned/net premiums written 84.3% 84.2% 65.4% 0.1% 18.8%

* Denotes not meaningful
" | oss ratic is calculated by dividing total incurred losses and lass adjustment expenses by net premiums earned.
Commissions and brokerage expense ratio is calculated by dividing total commissions and brokerage expenses by net premiums earned.

)

¥ Other underwriting, acquisition and operating axpense ratio is calculated by dividing total other underwriting, acquisition and operating expenses by net

premiums earned.
Jotal expense ratic is the sum of the commissions and brokerage expense ratio and the other underwriting, acguisition and operating expense ratio.
Combined ratio is the sum of the loss ratic and the total expense ratio.

4}

5}




YEAR ENDED DECEMBER 31, 2005 COVPARED TO YEAR ENDED DECEVIBER 31, 2003

Net earnings. Darwin reported net earnings of $16.0 million for the year ended December 31, 2006 compared to $3.7
million for the year ended December 31, 2005, an increase of 330.7%. The increase in net earnings is primarily due to
significant increases in net premiums earned {which is the portion of net premiums written that is recegnized for accounting
purposes as income during a period) and net investment income partially offset by an increase in total costs and expenses
for 2006 compared to 2005. Darwin reported a combined ratio of 94.3% for the year ended December 31, 2006 compared
with a combined ratio of 973% for the year ended December 31, 2005. The improvement in the combined ratio primarily
reflects an increase in net premiums earned which grew at a faster pace than operating expenses. This resulted in an
improvement in the total expense ratio to 27.4% for the year ended Decernber 31, 2006 from 28.1% for the year ended
December 31, 2005. Additionalty, for the year ended December 31, 2006, Darwin recognized approximately $4.0 million in
sarnings ($2.6 million, net of tax), from the change in estimate of prior year loss reserves and the corresponding ceded pre-
mium, related to the 2003 and 2004 accident years. Additionally, Darwin recognized approximately $0.9 million ($0.6 million
aftertax) for the yearend December 31, 2006 due to the change in estimate of ULAE. Darwin’s net investment income
increased to $16.4 million in 2006 compared to $4.9 million in 2005 as a result of an increase in average invested assets
and an increase in our investment yield.

Gross premiums written. Gross premiums written were $246.3 million for the year ended December 31, 2006 compared
to $165.8 million for the year ended December 31, 2005, an increase of $80.5 million, or 48.5%. The increase in gross pre-
miums writien during 2006 compared to 2005 reflects significant growth across all of Darwin’s lines of business. Of the
$246.3 million of gross premiums watten in 2006, $111.1 million was attributable to E&QO business, $34.6 miilion was attrib-
utable to medical malpractice liability business and $40.6 million was attributable to D&O business.

QOur E&Q gross premiums written increased by $52.2 million to $111.1 million for the year ended December 31, 2008,
compared to $58.9 million for the year ended December 31, 2005. This increase resulted from the writing of new E&O poli-
cies for approximately $85.2 million and the renswal of policies for $45.9 million of gross premiums written for the vear
ended December 31, 2006. New business writings ware primarily in our managed care, public officials, lawyers and insur-
ance agents E&O classes of business. Darwin experienced a weighted average rate decrease for our E&Q business in 2006
of approximately 76% when compared to 2005. These decreases in rate were primarily the result of competitive pricing
pressures in our managed care, lawyers and insurance agenis E&O classes of business.

Our medical malpracice liability premiums increased by $20.6 million to $94.6 million for the year ended December
31, 2008, compared to $74.0 million for the vear ended December 31, 2005. This increase resulted from the writing of new
medical malpractice liability policies for gross premiums of approximately $53.1 million, primarily in our hospital professional
liability and miscellaneous medical facility classes of business, and the renewal of existing policies for $41.5 million of .
medical malpractice liability premiums. Darwin experienced a weighted average decrease in rate for our medical malpractice
liability renewal business in 2006 of approximately 2.2% when compared to 2005.

Our D&QO gross premiums written increased by $77 million to $40.6 million for the year ended December 31, 2006,
compared to $32.9 million for the year ended December 31, 2005. This increase resulted from the writing of new policies
for D&O gross premiums written of approximately $21.0 million, primarily for publicly-held companies with market capitaliza-
tions of tess than $2 billion, and the renewal of policies for $19.6 million of gross premiums written for the year ended
December 31, 2006. Cur weighted average premium rate for D&O business renewed in 2006 decreased by 1.4% when
compared to 2005.

Ceded premiums written. Ceded premiums written were $89.2 million for the year ended December 31, 2008, compared
to $65.2 million for the year ended December 31, 2005, an increase of $24.0 million or 36.9%. The ratio of ceded premiums
written to gross premiums written was 36.2% for the year ended Decernber 31, 2006 compared to 39.3% for the vear
ended December 31, 2005. Ceded premiums written were reduced for the year ended December 31, 2006 by $1.7 million
due to the favorable adjustments for 2003 and 2004 accident year loss results. The decrease in our estimate of expeacted
ultimate losses incurred for the 2003 and 2004 accident year reduced our estimated ultimate ceded premium cost on certain
of our variable rated reinsurance contracts in-force during accident years 2003 and 2004. The decrease in ceded prermiums
written as a percentage of gross premiums written was attributable to the adjustment to ceded premiums described above
and the growth in classes of business for which Darwin ceded lesser amounts under our reinsurance contracts.

Net premiums written. Net premiums written were $1570 million for the year ended December 31, 2006 compared to
$100.7 million for the year ended December 31, 2005, an increase of $56.3 million or 56.0%. The growth in net premiums
written is attributable to the growth in gross premiums written and mix of retained business.

Net premiums earned. Net premiums earned were $132.4 million for the year ended December 31, 2006 compared to
$84.7 million for the year ended December 31, 2005, an increase of $477 million or 56.3%. The increase in net premiums
earned is attributable to the growth in net premiums written across all lines of business as descrited above. The ratio of net
premiums earned to net premiums written was 84.3% for the year ended December 31, 2006 and 84.2% for the year
ended December 31, 2005.




Net investment income and realized investment gains {losses). Net investment income increased to $16.4 million for
the year ended December 31, 2006 compared to $4.9 million for the year ended December 31, 2005, an increase of $11.5
million, or 234.2%. The increase in net investment income was the result of an increase in average invested assets as of
December 31, 2006 compared to December 31, 2005 and increased returns on the investments. The increase in average
invested assets is primarily due 1o the growth in our business and capital contributions from Alleghany in the amount of
$135.0 million during the fourth quarter of 2005. The total return on fixed maturities for the year ended December 31, 2006
was b.72%, compared to 2.89% for the same twelve-rmoenth period in 2005. The increase in net investment income was
also the result of an increase in our hock investment yield. The book investment yield was 4.93% on investments held at
December 31, 2006 as compared 10 4.20% on investments held at December 31, 2005. Tha increase in book investment
vield was primarily attributable to the investment in 20086 of the above-noted operating cash flows and capital contribution at
market yields that were higher than the bock yield on investments held at December 31, 2005. Darwin recognized realized
gains of $0.01 million in 2006 compared to $0.2 million in realized losses in 2005,

Losses and LAE incurred. Losses and LAE incurred were $88.6 million for the year ended December 31, 2006 compared
10 $58.6 million for the year ended December 31, 2005, an increase of $30.0 million or 51.2%. Losses and LAE incurred
increased aver the prior year due to the estimated losses on the increased premiurm volume in 2008 compared to 2005,
offset by actual and anticipated reinsurance recoveries for the losses (inciuding a provision for recoveries on IBNR Iosses
and LAE). The increase in losses and LAE incurred primarily reflects increased net premiums earned acrass all of our lines
of business. For the year ended December 31, 2008, Darwin recognized favorable loss development of $2.3 million net of
anticipated reinsurance recoveries on accident years 2003 and 2004. Darwin's loss ratio for the year ended December 31,
2006 decreased to 66.9% compared to 63.2% for the year ended December 31, 2005. The decrease in loss ratio for the
year ended December 31, 2006 compared to the same period in 2005 was primarily due to the adjustrments totaling

$4.0 million ($2.3 millicn to net losses incurred and $1.7 million to ceded premiums earned) due to Darwin's revision of

its ultimate loss ratic on its 2003 and 2004 accident years. Additionally, Darwin recognized a reduction of $0.9 million for
the yearend December 31, 2006 due to the change in estimate of ULAE.

Commissions and brokerage expenses. Commissions and brokerage expenses were $14.6 million for the year ended
December 31, 2006 compared to $9.2 million for the year ended December 31, 2005, an increase of $5.4 million or 58.9%.
The increase in commissions and brokerage expenses is attributable to growth in net premiums sarned. The ratio of com-
missions and brokerage expenses to net premiums earned increased slightly to 11.1% for the year ended December 31,
2006 from 10.9% for the year ended December 31, 2005, resulting from business written at a higher commission rate.

Other underwriting, acquisition and operating expenses. Other underwriting, acquisition and cperating expenses were
$21.6 million for the year ended December 31, 2006 compared to $14.6 million for the year ended December 31, 2005, an
increase of $70 million or 48.2%. The increase is primarily attributable to an increase in personnel costs incurred to support
the growth in premiums and general expenses incurred in connection with the expansion of our business. In addition, for
the year ending December 31, 2006, Darwin incurred approximately $1.0 miliion in compensation expense in connection
with stock options and restricted shares issued 10 employees and directors at the time of our initial public offering. The ratio
of other underwriting, acquisition and operating expenses to premiums earned decreased tc 16.3% from 172% for the year
ended December 31, 2006 compared to the year ended December 31, 2005.

Darwin's total expense ratio decreased to 274% for the year ended December 31, 2006 compared to 28.1% for the
year ended December 31, 2005. The decrease in the total expense ratio for the year ended December 31, 2006 compared to
the year ended December 31, 2005 is due to a decrease in other underwriting, acquisition and operating expenses as a per-
centage of net premiums earned. Growth in our business has been at a greater rate than growth of our operating expenses,
which has allowed us to spread our other underwriting, acquisition and operating expenses over a larger premium base.

Other expenses. Other expenses incurred were $0.8 million for the year ended Decernber 31, 2006 compared to $1.1
million for the year ended December 31, 2005, a decrease of $0.3 million or 31.9%. These expenses were primarily attribut-
able to Darwin’s long-term incentive plan. The decrease for the year ended December 31, 2006 compared the year ended
December 31, 2005 is due to a change in the farmula for the calculation of the long-term incentive compensation payable to
certain key employees. Effective January 1, 2006, the long-term incentive plan was changed to introduce a net underwriting
profitability hurdle rate and imputed investment income was no longer credited to participants.

Income tax expense. Income tax expense incurred was $73 million for the year ended December 31, 2006 compared 1o
$2.3 million for the year ended December 31, 2005, an increase of $5.C million. These increases were due to the increasad
profitability for the year ended December 31, 2006 compared to the year ended December 31, 2005, partially offset by a
decrease in the effective tax rate. The effective tax rate decreased to 31.3% year ended December 31, 2006 from 38.0%
for the year ended December 31, 2005. The decrease in effective tax rate was attributable primarily to an increase in net
investment income received on taxexempt municipal securities.
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YEAR ENDZD DECEVMIBER 31, 2005 COMPARIDTOYEAR ENDED SECEMAER 37, 2004

Net earnings. Darwin reported net earnings of $3.7 million for the year ended December 31, 2005 compared 1o $48,000
for the year ended December 31, 2004. The increase in net earnings is due to significant increases in net premiums earned
and net investment income partially offset by an increase in total costs and expenses in 2005 compared to 2004, Darwin
reported a combined ratio of 973% in 2005 compared with a combined ratio of 99.9% in 2004, primarily reflecting a
significant increase in net premiums earned due to increased levels of gross premiums written across all lines of business,
partially offset by increased losses and LAE and underwriting expenses primarily attributable to this premium growth. In
addition, an improvernent in the total expense ratio to 28.1% for the year ended December 31, 2005 from 35.6% for the
year ended December 31, 2004 contributed to the improvement in the combined ratio. Darwin's 2004 totat expense ratio
of 35.6% reflects organizational huild-up expenses incurred 1o support premium levels.

Gross premiums written. Gross premiums written were $165.8 million for the year ended December 31, 2005, compared
to $100.5 million for the year ended December 31, 2004, an increase of $65.3 million, or 65.1%. The increase in gross
premiums written during 2005 compared to 2004 reflects significant growth across all of Darwin's lines of business. Of

the $165.8 million of gross premiums written in 2005, approximately $74.0 million was attributable to Medical Malpractice
Liability business, $58.9 million was attributable to E&O business and $32.9 million was attributable to D&O business.
Medical Malpractice Liability premiums increased by $34.7 million to $74.0 million for the year ended December 31, 2005,
compared to $39.3 million for the year ended December 31, 2004. This increase resulted from the writing of new Medical
Malpractice Liability premiums of approximately of $41.3 million, primarily in our psychiatrists professional hability and hospi-
tal professional fiability classes of business, and the renewal of $32.8 million of Medical Malpractice Liability premiums. In
addition to the increase in volume, we experienced a weighted average increase in rate for our Medical Malpractice Liability
business in 2005 of appreximately 3.6%. Our E&Q premium increased by $22.2 million to $58.9 million for the year ended
December 37, 2005, compared to $36.7 million for the year ended December 31, 2004. This increase resulted from the
writing of new E&Q premiums of approximately $29.1 mitlion and the renewal of $29.8 million of premium. We experienced
a decrease in our weighted average rate for our E&QO business in 2005 of approximately 73%. This decrease in rate was
primarily the result of competitive pricing pressures in our Managed Care E&O class of business. Qur D&O premium
increased by $8.4 million to $32.9 million for the year ended Decernber 31, 2005, compared to $24.5 million for the year
ended December 21, 2004. This increase resulted from the writing of new D&Q premiums of approximately $20.6 million
primarily for publicty-held companies with market capitalizations less than $2 billien and the renewal of $12.3 million of
premiums. Our weighted average rate decreased by 3.8% for our B&O business in 2005.

Ceded premiums written. Ceded premiums written were $65.2 million for the year ended December 31, 2005, compared
to $30.0 million for the year ended December 31, 2004, an increase of $35.2 miflion ar 1176%. The ratio of ceded premiums
10 gross premiums written was 39.3% for the year ended December 31, 2005 compared to 29.8% for the year ended
December 31, 2004. The increase in the proportion of our gross premiums written ceded to reinsurers was attributable to
our purchase of additional reinsurance on the E&O line of business and the reduction in our loss retenticn, net of reinsur-
ance, in our Medical Malpractice Liability line of business.

Net premiurmns written. Net premiums written were $100.7 million for the year ended December 31, 2005 compared to $70.5
million for the year ended December 31, 2004, an increase of $30.2 million or 42.8% The growth in net premiums written is
attributable to the growth in gross premiums written, partially offset by increased premiums ceded 1o our Teinsurers.

Net prermiums earned. Net premiums earned were $84.7 miltion for the year ended December 31, 2005 compared to
$46.1 million for the year ended December 31, 2004, an increase of $38.6 million or 83.8%. The increase in net premiums
earned is attributable to the growth in net premiums written across ali lines of business as described above. The ratio of
net premiums earnad to net prermiums written was 84.2% for the year ended December 31, 2005 and 65.4% for the year
ended December 31, 2004. The increase in the proportion of our net premiums earned to our net premiums written was
attributable to the unearned portion of prior year written premiums that were earned in the succeeding year. During 2005,
earned premiums were generated from our 2005 net premiums written as well as the unearned portion of our net premi-
ums written during a full year of operation in 2004. During 2004, earned premiums were generated from our 2004 net
premiums written as well as the unearned portion of our net premiums written during a partial year of operations in 2003.

Net investment income and realized investment gains (losses). Net investment income increased to $4.9 million for the
year ended December 31, 2005 compared to $0.9 millien for the year ended December 31, 2004, an increase of $4.0 million,
or 418.4%. This increase in net investment income was the result of an increase in average invested assets, primarily due

10 the growth in our busingss and capital contributions frem Alleghany in the amount of $160.2 million during 2005. The
increase in net investment income was also the result of an increase in our book investment yield to 4.20% for the year
ended December 31, 2005 from 2.62% for the year ended December 31, 2004. The increase in book investment yields was
primarily attributable to purchases of new assets in an interest rate environment where current market yields were higher
than existing portfolio yields. Darwin recognized realized losses of $0.2 millien in 2005 compared to a gain of $1,000 in 2004,
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Losses and LAE incurred. Losses and LAE incurred were $58.6 million for the year ended December 31, 2005 compared
to0 $29.6 million for the year ended December 31, 2004, an increase of $29.0 million or 978%. Losses and LAE incurred
increased over the prior year due to the estimated losses on the increased premium volume in 2005 compared to 2004,
offset by actual and anticipated reinsurance recoveries (including a provision for recoveries on IBNR losses) on the losses.
The increase in losses and LAE primarily reflects increased net earned premiums for D&O, E&O and Medical Malpractice
Liability exposures. These increases are offset by a reduction in losses of $34,000 due to favorable development on losses
and LAE recorded for accident year 2003. Loss emergence on the 2003 accident year has been mare favorable than antici-
pated when the original loss reserves were established. As Darwin commenced operations in 2003, it has limited claims
experience on which to base its l0ss and LAE reserves. Until sufficient claims experience exists, Darwin's management and
outside actuaries have primarily used industry data related to the lines of business underwritten by Darwin, and to a lesser
extent its own claims experience, to establish reserves ang estimated ultimate incurred losses. Darwin's loss ratio for the
year ended December 31, 2005 increased to 69.2% compared to 64.3% for the year ended December 31, 2004. This
increase was primarily due to an increase in the cost of reinsurance incurred in connection with changes in our reinsurance
program and an increase of approximately 1.2% in ULAE incurred for 2005 over 2004. ULAE increases resulted from the
hiring of additicnal dedicated claims staff.

Commissions and brokerage expenses. Commissions and brokerage expenses were $9.2 million for the year ended
December 31, 2005 compared to $6.2 million far the year ended December 31, 2004, an increase of $3.0 million or

49.0%. The commissions and brokerage expense ratio to net premiums earned decreased to 10.9% for the year ended
December 31, 2005 compared 10 13.4% for the year ended December 31, 2004. The increase in commissions and brokerage
expenses is attributable to growth in net premiums garned. The decrease in the commission and brokerage expense ratio

i5 due to the increase in ceding commissions we received from our reinsurers on a portion of our reinsurance program,
which partially offset the growth in commissions and brokerage expenses.

Other underwriting, acquisition and operating expenses. Other underwriting, acquisition and operating expenses were
$14.6 million for the year ended December 31, 2005 compared to $10.2 million for the yaar ended December 31, 2004, an
increase of $4.4 million or 42.6%. The increase is primarily attributable to growth in net premiums earned and to general
expenses incurred in connection with the operating of our business. The other underwriting, acquisition and operating
expense ratio to premiums earned decreased t¢ 17.2% for the year ended December 31, 2005 compared to 22.2% for the
year ended December 31, 2004, This decrease is dug to our increased premium volume during 2005 compared to 2004,
Darwin's total expense ratio decreased to 28.1% at December 31, 2005 compared to 35.6% at December 31, 2004,
This decrease in total expense ratio is due primarily to the increased premium volume of Darwin during 2005 compared
to 2004.

Other expenses. Other expenses were $1.1 million for the year ended December 31, 2005 compared to $0.9 million for the
year ended December 31, 2004, an increase of $0.2 million or 21.9%. These expenses are primarily attributable to Darwin's
long-term incentive plan. The increase in 2005 compared to 2004 is due to the improved operating results of Darwin generat-
ing an increase in the accrual for long-term incentive compensation payable to certain key employees of Darwin.

Income tax expense. Income tax expense incurred was $2.3 million for the year ended December 31, 2005 compared to
$0.1 million for the year ended December 31, 2004, an increase of $2.2 million. The increase was due to the increased prof-
itability of Darwin for the year ended December 31, 2005 compared to the year ended December 31, 2004 partially offset
by a decrease in the effective tax rate. The effective tax rate decreased to 38.0% for the year ended December 31, 2005
from 60.6% for the year ended December 31, 2004, The decrease in effective tax rate was attributable to the reduction in
the tax effect of state income.

LIQUIDITY AND CAPITAL RESOURCES

DPU! Cnly

General. DPUI is the ultimate parant of Darwin Group, DNA and Darwin Select. DPUI provides underwriting, claims,
management, and administrative services to DNA and Darwin Select in exchange for management fees. The management
fees are determined based upon agreements between DPUI and each of DNA and Darwin Select, that have been filed

with and approved by the insurance departments responsible for regulatory oversight of each of such insurance companies.
These agreements provide for payments to DPUI at a rate equal to 32.0% of gross premiums written on business produced
by DPUI and written on the policy of the relevant insurance company or, +f lower, in an allocable amount based upon the
total operating expense actually incurred by DPUI. Additional payment to DPUI is due upon the achievement of profitability
levels that would trigger a payout under our Long-Term Incentive Plan (LTIP).

Dividends. State insurance laws restrict the ability of our insurance company subsidiaries to declare dividends. State insur-
ance regulators require insurance companies to maintain specified levels of statutory capital and surplus. Generally, divi-
dends may only be paid out of eamed surplus, and the amount of an insurer's surplus following payment of any dividends
must be reasonable in relation to the insurer's outstanding liabilities and adeguate to meet its financial needs. Further, prior
approval of the insurance department of its state of domicile is required before either of our insurance company subsidiaries
can declare and pay an "extraordinary dividend” to us.
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DNA is domiciled in Delaware. Under Delaware law, DNA may not pay an “extraordinary” dividend, which is defined
as any dividend or distribution, the fair market value of which, together with that of other dividends or distributions made
within the preceding twelve manths, exceeds the greater of (i} 10% of statutory surplus as of the prior yearend or (i) statu-
tory net income less realized capital gains for such prior year, until thirty days after the Insurance Commissioner of the State
of Delaware (" Delaware Commissioner”) has received notice of such dividend and has either (i} not disapproved such divi-
dend within such thirty-day period or {ii) approved such dividends within such thirty-day period. In addition, DNA must pro-
vide notice to the Delaware Commissioner of all dividends and cther distributions to stockholders within five business days
after declaration and at least ten days prior to payment. Since DNA opérated at a statutory loss in 2005 and has no earmed
surplus, no ordinary dividend distribution was paid by DNA to DPUJ in 2006. s

On January 30, 2007 the company's insurance subsidiary DNA applied to the Delaware Insurance Commissioner for
approval of an extraordinary dividend of $3.5 milion. DNA anticipates a final determination on the payment of the extraordi-
nary dividend from the Delaware Insurance Commissioner during the first quarter of 2007

Darwin Select is domiciled in Arkansas. Under Arkansas law, Darwin Select may not pay an “extraordinary” dividend,
which is defined as any dividend or distribution, the fair market value of which, together with that of other dividends or
distributions made within the preceding twelve months, exceeds the greater of (i} 10% of statutory surplus as of the prior
yearend or {ii) statutory net income less realized capital gains for such prior year, until thinty days after the Insurance
Cormmmissioner of the State of Arkansas (“Arkansas Commissicner”) has received notice of such dividend and has either
(i) not disapproved such dividend within such thirty-day period or (i} approved such dividends within such thirty-day period.
In addition, Darwin Select must provide notice to the Arkansas Commissioner of all dividends and other distributions to
stockholders within fifteen business days after the declaration thereof. As of December 31, 2008, Darwin Select could pay
approximately $2.2 million in dividends to DNA without prior approval of the Commissioner. DNA would not be permitted
to dividend this amount to DPUI without an extraordinary request. Darwin Select did not pay any dividends in 2006.

Credit Agreements. We currently have no debt outstanding. On January 29, 2007 Darwin signed a commitment letter with
JP Morgan Securities for a $25 million revolving credit facility. The credit facility is for a three-year term and would allow
Darwin to draw down up 1o $25 million for general corporate purposes and for use in strategic merger and acquisition trans-
actions. The cost of funds drawn down would be at an annual interest rate of LIBOR + 112.5 basis points. The credit facility
aiso has a commitment fee of 0.25% per annum for any unused portion of the facility. The credit facility will contain certain
covenants requiring DPUL to maintain a 2.0 debt interest coverage ratio, a maximum ratio of net premiums written to surplus
of 2.0 to 1.0 and a covenant limiting DPUI's debt to total capital ratio to 35%. Darwin will not be permitted to declare or pay
any dividend during the term of the credit facility. Darwin will also have to maintain a minimum net worth equal to 80% of
year end December 31, 2006 GAAP net worth plus an amount equal to 50% of subsequent earned profits. The credit facility
will be collateralized by the stock of DNA. We expect to sign definitive agreements for this credit facility during the first
quarter of 2007

DARWIN CONSOLIDATED FINANCIAL POSITICN

Capital Resources. Total capitalization of stockholders’ equity and preferred stock increased to $217.9 million as of
December 31, 2006 from $1974 million as of December 31, 2005, an increase of $20.5 million or 10.4%. The increase
was primarily due to the net income for the year ended December 31, 2006 of $16.0 million, $1.0 million of unrealized
gains after taxes on fixed securities, and $1.3 million of stock-based compensation and the corresponding tax benefits
on shares vested during the period.

Capital Transactions. Effective as of January 1, 20086, 197,178 shares of Series B Convertible Preferred Stock with an
aggregate liquidation preference of $1972 million were issued to Alleghany in exchange for all of the outstanding unrestricted
common stock of Darwin Group held by Alleghany. In addition, Alleghany exchanged its 6,600,000 shares of common
stock of DPUI for 9,560 additional shares of Series A Preferred Stock having an additional aggregate liquidation preference
of $0.2 million.

On April 1, 2008, the company declared a dividend of $2.5 million in the form of Series C Preferred Stock to the
holders of Series B Convertible Preferred Stock.

The company’s registration statement filed with the Securities and Exchange Commission for the purpose of making
an initial public offering of common stock was declared effective on May 18, 2006 for the issuance of 5,217391 shares of
common stock at an initial offering price of $16.00 per share. Subsequently, the underwriters of the initial public offering
exercised their overallotment option in which an additicnal 782,609 shares of common stock were issued at the $16.00
per share initial public offering price. Gross proceeds from the sale of the 6,000,600 shares of common stock were $96.0
millicn. Total costs associated with the initial public offering included $9.7 million of underwriting costs and offering expenses.
Net proceeds from the offering, after deducting underwriting costs and offering expenses, were $86.3 million.

The net proceads from the offering were used to redeem all of the shares of Series A Preferred Stock at the aggre-
gate liquidation preference of $2.3 million and all of the shares of Series C Cenvertible Preferred Stock with an aggregate lig-
uidation preference of $2.5 million. The remaining proceeds of $81.5 million were used to redeem a portion of the shares of
Series B Convertible Preferred Stock at a redemption price per share, on an asconverted basis, equal to the public offering
price less underwriting costs (314.88 per share) or 5,478,804 shares of common stock on an as-converted basis. The
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remaining outstanding shares of the Series B Convertible Preferred Stock were converted into 9,371,096 shares of common
stock. As a result of the company’s initial public offering and use of net proceeds of the offering, Alleghany’s ownership in
the company was reduced to approximately 55%.

Book Value Per Common Share. As of December 31, 2006, DPUI's book value per common share was $12.78 per share
and the tangible book value per common share was $12.35 per share.

Cash Flows. We have three primary types of cash flows: {1) cash flows from operating activities, which consist mainly of
cash generated by our underwriting operations and income eared on our investment portfelio, (21 cash flows from invest-
ing activities related to the purchase, sale and maturity of investments, and (3) cash flows from financing activities that
impact our capital structure, such as capital contributions, changes in paid-in capital and shares outstanding.

For the year ended Dacember 31, 2006, there was & net increase in cash of $16.6 million as the company generated
$108.3 million in cash flow from operations. The company transferred $83.5 miilion from the operating cash accounts into
short-term investments and fixed maturity securities and reinvested approximately an additional $10.7 million of investment
income received in 2006. Cash flow from operating activities increased in 2006 compared to 2005, due primarily to an
increase in premium volurne and limited paid loss activity on current and prior accident years. Cash flows used in investing
activities increased in 2006 as compared to 2005 primarily due to the fact that in 2008 a greater amount of cash flows gen-
erated from operations was invested in our investment portfolio, while 2005 included the purchase of Darwin Select. Cash
flows from financing activities decreased during 2006 to $0.3 million compared to $160.2 million for 2005. For 2006, Darwin

" recorded in additional paid-in capital an excess tax benefit of $0.3 million on the restricted stock that vested in July 2006.
Darwin received a capital contribution of $25.2 millicn from its parent company, Alleghany Corporation, in 2005 for the pur-
pose of acquiring Darwin Select and a $135 miillion capital contribution in Novermber 2005 to facilitate the reorganization of
Darwin and to enable an independent rating from A .M. Best for Darwin.

The following table summarizes these cash flows for the year ended Decermber 31, 2006 and 2005:

Year ended December 31,

{Doflars in thousands) 2006 2005
Net cash provided by operating activities $108,283 $ 69,065
Net cash used in investing activities {91,967} (224,082
Net cash provided by financing activities 302 160,240

MNet increase in cash $ 16,618 $ 5223

Investment Securities. At December 31, 2006, we had cash, short-term investments and other investments of $426.3
million, including cash, short-term investments and fixed maturities due within one year of approximateily $103.5 million and
fixed maturities of $676 million maturing within one to five years. Total cash, short-term investments and fixed maturities
due within one year represented 24.3% of Darwin's total investment portfolic and cash balances at December 31, 2008.

Contractual Obligations. We have certain obligations to make future payments under contracts and commitments. At
December 31, 2006, certain long-term aggregate contractual obligations and commitments were as follows:

Maore than More than
1 Year but 3 Years but More than
Contractual Obligations (Doliars in thousands) Total Within 1Year within 3 Years within 5 Years 5 Years
Operating lease obligations $ 3451 $ 613 $ 1484 $ 1,354 $ -
Other long-term liabilities reflected on
consclidated balance sheet under GAAP ' 2,755 361 2,335 59 -
Loss and LAE reserves 263,549 65,403 131,287 27,365 39,494
Total $ 269,755 $ 66,377 $135,106 $28,778 $ 39,494

™ QOther long-term liabilities primarily reflect Darwin's long-term incentive plan cbligations.
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Darwin has abligations to make certain payments for losses and LAE pursuant to insurance policies we issue, These
future payments are reflected as reserves on our financial staterments. With respect to reserves for losses and LAE, there is
typically no minimum contractual cormmitment associated with insurance contracts and the timing and ultimate amount of
actual claims related to these reserves is uncertain. The table above estimates the expected payment pattern of loss and
LAE reserves. Given our limited loss experience and operating history, we have primarily utilized industry experience in esti-
mating thess amounts. Our actua! future payment experience could differ materially. For additional informatien regarding
reserves for losses and LAE, including information regarding the timing of payments of these expenses, see "Critical
Accounting Estimates - Loss and LAF Reserves!”

Investments. We utilize a third-party investment manager, General Re-New England Asset Management, to manage our
invastrments. We have provided our investment manager with investment guidelines and the Finance and Investment
Committee of our Board of Directors reviews our investment performance and the investment manager's compliance with
our investment guidelines on a quarterly hasis, We believe that we have a conservative approach to our investment and
capital management strategy with an objective of providing a stable source of income and praserving capital to offset
underwriting risk. YWe maintain an investment portfolio representing funds that have not yet been paid out as ciaims, as
well as the capital we hold for our stockholders. As of December 31, 2006, our investment portfolio had a fair value of
£399.4 million, an increase of $94.5 million over the December 31, 2005 investment portfolio fair vaiue of $304.9 million.
The increase in invested assets at December 31, 2006 when compared to December 31, 2005 was primarily due to cash
flows from operations and invested income. Our investment portfolic consists of long-term fixed maturity and short-term
investment securities. Although we have not historically invested in equity securities, we may decide to do so in the future.

The following table presents the dollar and percentage distributions of investments as of December 31, 2006 and
December 31, 2005;

At December 31, 2008 At December 31, 20056
Fair Fair

{Dollars in thousands) Value % Value %

Fixed maturity securities: ’
U.S. Government and government agencies $ 22,239 5.6% $ 15,932 5.2%
State and municipal 129,743 32.5% 31,000 10.2%
Mortgage/asset-backed securities 106,615 26.7% 39,204 12.8%
Corporate and other 71,249 17.8% 34,634 11.4%
Total fixed maturity securities 329,846 82.6% 120,770 39.6%
Short-term investments 69,537 17.4% 184,088 60.4%
Total investments - $399,383 100.0% $304,858 100.0%

The following table presents the book and taxequivalent yield on all investments as of December 31, 2006 and
December 31, 2005:

At December 31, 2006 At December 31, 20056
Book yield on all investments 4.93% 4.20%
Tax-equivalent yield on all investments ) 5.53% 4.39%

The table below compares returns on our total investments to comparable public indices. While there are no directly compa-
rable indices to our portfolio, the Lehman Intermediate Aggregate Bond Index is a widely used industry benchmark. Both
our performance and the indices include changes in unrealized gains and losses.

At December 31, 2006 At December 31, 2005

Return on total investments 5.72% 2.89%
Lehman intermediate aggregate 4.58% 2.01%




Our fixed-income portfalio is invested in investment grade bonds. The National Association of Insurance Commissioners
(NAIC} assigns ratings that range from Class 1 (highest guality} to Class 6 (lowest quality). The fellowing table shows our
fixed income portfolio by independent rating agency and comparabie NAIC designations as of December 31, 2006 and
December 31, 2005:

At December 31, 2006 At December 31, 2005

{Dollars in thousands) NAIC Amortized Fair % Amortized Fair %
Rating " Designation Cost Value Total Cost Value Total
AAA 1 $231,925 $ 233,228 70.7% $ 82,850 $ 82772 68.5%
AA + 1 11,538 11,603 35% 2,133 2,159 18%
AA 1 20,920 21,278 6.5% 3,806 3,920 3.2%
AA - 1 10,079 10,180 3.1% 6,977 6,996 58%
A+ 1 13,369 13,379 4.1% 8,804 8,784 73%
A 1 18,982 18,865 5.6% 8,316 8,332 6.9%
A- 1 17,455 17,403 5.3% 7348 7323 6.1%
BBB+ 2z 3,435 3.415 1.0% - - 0.0%
BBB 2 498 495 0.2% 498 484 0.4%

Total fixed maturities $ 328,201 $ 329,846 100.0% $120,832 $120,770 100.0%

™ Ratings are the lowest rating assigned by Standard & Poor’s, a division of The McGraw-Hill Companies, Inc., or Moody's Investors Service. Where a
rating 1s not available from either rating agency, ratings are determined by other independent sources.

The maturity distribution of fixed maturity securities held as of December 31, 2006 and December 31, 2005 are
shown below. Actual maturities may differ from contractual maturities because borrowers may have the right to call ar
prepay obligations with or without call or prepayment penalties.

At December 31, 2006 At December 31, 2005
Fair Fair
{Doltars in thousands) Value % Value %
Due in one year or less $ 7106 2.2% $ 87399 70%
Due after one year through five years 67,565 20.5% 36,977 30.6%
Due after five years through ten years 32,003 9.7% 7.713 6.4%
Due after ten years 116,557 35.3% 28,477 23.6%
Mortgage/asset-backed securities 106,615 32.3% 39,204 32.4%
Total fixed maturities $ 329,846 100.0% $120,770 100.0%

As of December 31, 20086, the average option adjusted duration of our fixed-income portfolio was 3.99 years com-
pared 0 1.57 years as of December 31, 2005. The increase in ocur investment duration at Decernber 31, 2006 was due to
the investing of the funds from the capital contribution made by Alleghany in the fourth quarter of 2005. At yearend 2005,
the majority of the proceeds received from Alleghany were held in short-term investments. During 2006, the Company
reduced the short-term investment balances and reinvested the funds in longer duration securities. The concept of average
option adjusted duration takes into consideration the probability of having the various option features associated with many
of the fixed-income investments we hold exercised. Fixed maturity securities are frequently issued with call provisions
which provide the option of adjusting the maturity of the security at the option of the issuer.

Impairments of Investment Securities. We regularly review investment securities for impairment in accordance with our
impairment policy, which includes boih quantitative and quaitative criteria. Quantitative criteria include length of time and
amount that each security is in an unrealized loss position, and for fixed maturity securities, whether the issuer is in compli-
ance with terms and covenants of the security. Our qualitative criteria include the financial strength and specific prospects
for the issuer as well as our intent to hold the security until recovery.

An investment in a fixed maturity security which is available for sale is impaired if its fair value falls below its amor-
tized cost, and the decline is considered to be otherthan-temporary. Darwin's assessment of a decline in fair value includes
a current judgment as to the financial position and future prospects of the issuing entity of the security, the length of time
and extent ta which fair value has been below cost, and Darwin's ability and intent to hold the investment for a period
of time sufficient to allow for an anticipated recovery. As of December 31, 2006, Darwin did not own any fixed maturity
securities which were considered to be impaired.
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The following table presents the gross unrealized losses and estimated fair values of our investment securities, aggre-
gated by investment type and length of time that individual investment securities have been in a continuous unrealized loss
position, as of December 31, 2006.

Less Than 12 Months 12 Months or More Total

Gross Gross Gross

Unrealized Unrealized Unrealized

{Dallars in thousands) Fair Value Loss Fair Value Loss Fair Value Loss

Type of investment

U.S. Government bonds $ 390 s {9) $ 9,145 $ (151) $ 9,535 $ {160}

State and municipal bonds 18,543 (87} 1,917 {30) 20,460 {117)
Mortgage/asset-backed

securities 49,799 (235} 1,631 (34) 51,430 {269)

Corporate bonds and notes 34,172 (234) 4,156 {74) 38,328 (308)

Total fixed maturities $ 102,904 $ (565) $ 16,849 $ (289} $ 119,753 $ (854)

The unrealized losses on fixed maturity securities are primarily interest rate related. Each of the fixed maturity securi-
ties with an unrealized loss at Decermber 31, 2008 has a fair value that is greater than 96.4% of its amortized cost. Of the
22 securities that have been in an unrealized loss position for longer than 12 months, 7 are U.S. Treasury securities and
each of the remaining securities has a fair value that is greater than 977% of its amortized cost. None of the fixed maturity
securities with unrealized losses has ever missed, or been delinquent on, a scheduled principal or interest payment, and
none is rated below investment grade. Based on management’s review of the factors above, no securities are considered
to be otherthan-temporarily impaired.

RECENT ACCOUNTING STANDARDS

Effective January 1, 2006, the Company adopted SFAS No. 123(R), Share-Based Payment (SFAS No. 123(R} using a
modified prospective method. SFAS No. 123(R) requires that the cost resulting from all share-based payment transactions
be recognized in the financial staternents. SFAS No. 123(R) establishes fair value as the measurement objective in
accounting for share-based payment arrangements and requires all companies to apply a fairvalue based measurement
method in accounting generally for all share-based payment transactions with employees, Under this application, Darwin
records compensation expense for all awards granted after the date of adoption and for the unvested portion of previously
granted awards that remain outstanding at the date of adoption. The Company did not recognize any share-based compen-
sation expense as a result of the adoption of SFAS No. 123(R) for periods prior to January 1, 2008. Prior to January 1, 2006,
the Company's share-based grants were restricted shares under the 2003 Restricted Stock Plan that had a nominal fair
value at the date of grant. Darwin did not have any stock option or other share-based awards pricr to January 1, 2006. The
effact of SFAS No. 123(R) on the Company's financial position as of December 31, 2006 and results of operaticn for the
year ended December 31, 2006 are presented in Note {12}, Stock-Based Compensation.

The Securities and Exchange Commission released Staff Accounting Bulletin No. 108, Considering the Effects of Prior
Year Misstaterments in Quantifying Missatatements in Current Year Financial Staternents (SAB 108} in September 2006. SAB
108 provides guidance on how the effects of the carryover or reversal of prior year financial statement misstatements
should be considered in quantifying a current period misstatement. In addition, upon adeption, SAB 108 permits the
Company to adjust for the cumulative effect of immaterial errors relating to prior years in the carrying amount of assets and
liabilities as of the beginning of the current fiscal year, with an offsetting adjustment to the opening balance of retained earn-
ings. SAB 108 aiso requires the adjustment of any prior quarterly financial statements within the fiscal year of adoption for
the effects of such errors on the quarters when the information is next presented. The Company has adopied SAB 108 feor
the year ending December 31, 2006. The adoption of SAB 108 did not have any impact on the Company’s financial condition
or results of operations.

In September 2005, the Accounting Standards Executive Committee issued Statement of Position 0501, Accounting
by Insurance Enterprises for Daferrad Acquisition Costs in Connection with Modifications or Exchanges of Insurance
Contracts {SOP 05-01). SOP 05-01 provides guidance on accounting by insurance enterprises for deferred acquisition costs
on internal replacements of insurance and certain investment contracts. SOP 05-01 defines internal replacement as a
modification in product benefits, features, rights, or coverages that occurs by the exchange of a contract for a new contract,
or by amendment, endorsement, or rider to a contract, or by the election of a feature of coverage within a contract. SOP
05-01 is effective in fiscal years beginning after December 15, 2006, with earher adoption encouraged. The Company intends
to adopt SOP 05-01 in the first quarter of 2007 The Company does not anticipate that SOP 05-1 will have a material impact
on its operations or financial condition. ’




In March 20086, the Financial Accounting Standards Board (FASB) issued Statement No, 155 (SFAS No. 155}, Accounting
for Certain Hybrid Instruments, an amendment to FASB Staterment No. 132 and 140. This statement permits fair value
remeasurement for any hybrid financial instrument that contains an embedded derivative that otherwise would require
bifurcation, and establishes a requirement to evaluate interests in securitized financial assets 1o identify interests that are
freestanding derivatives or that are hybrid financial instruments that contain an embedded derivative requiring bifurcation.
This Statement is effective for all financial instruments acquired or issued after the beginning of an entity's first fiscal year
that begins after September 15, 2006. The Company intends to adopt SFAS No. 1565 in the first quarter of 2007 The
Company does not anticipate that SFAS No.155 will have a material impact on its results of operations or financial condition.

In July 2008, FASB issued Interpretation No. 48, Accounting for Uncertainty in Income Taxes. The Interpretation ¢lari-
fies the accounting for income taxes recognized in an enterprise’s financial statements in accordance with FASB Staterment
No. 109, Accounting for Income Taxes. The Interpretation prescribes a recognition threshold and measurement attribute for
the financial statement recognition and measurement of a tax position taken or expected to be taken in a tax return. This
Interpretation also provides guidance on derecognition, classification, interest and penalties, accounting in interim periods,
disclosure and transition. The Interpretation is effective for fiscal years beginning after December 15, 2008. The Company
intends to adopt the provisions of this Interpretation in the first quarter of 2007 and does not anticipate that it will have a
material impact on the Company’s financial condition or results of operations.

In September 2008, SFAS issued Statement No, 157 Fair Value Measurements. This Statement provides guidance
for using fair value to measure assets and liabilities. The Standard does not expand the use of fair value in any new circum-
stances, The Standard is effective for financial statements prepared for fiscal years beginning after November 15, 2007 and
interim periods within those fiscal years. The Company does not anticipate that this Statement will have a materia! impact
on its financial condition or results of cperations.

OFF-BALANCE SHEET ARRANGEMENTS
The Comparny does not have any off-balance sheet arrangements, as defined for purposes of the SEC rules, which are not
accounted for or disclosed in the consolidated financial statements as of December 31, 2006.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARIKET RISK )

Market risk is the risk of loss from adverse changes in market prices that results from factors, such as changes in interest
rates, foreign currency exchange rates and commodity prices. The primary risk related to our non-trading financial instru-
ments is the risk of loss associated with adverse changes in interest rates, Our investment portfolios may contain, from
time to time, debt securities with fixed maturities that are exposed to both risk related to adverse changes in interest rates
and/or individual credit exposure changes, as well as equity securities which are subject to fluctuations in market value.
Darwin has purchased no equity securities to date and holds its debt securities as available for sale. Any changes in the
fair value in these securities, net of tax, would be reflected in Darwin's accumulated other comprehensive income &s a
cempenent of stockholders” equity.

The table below presents a sensitivity analysis of the debt securities of Darwin that are sensitive to changes in
interest rates. Sensitivity analysis is defined as the measurement of potential changes in future earnings, fair values or
cash flows of market sensitive instruments resulting from one or more selected hypothetical changes in interest rates
over a selected time. In this sensitivity analysis model, we measure the potential change of +/- 100, +/ 200, and +/- 300
basis point range of change in interest rates to determine the hypothetical change in fair value of the financial instruments
included in the analysis. The change in fair value is determined by calculating hypothetical December 31, 2006 ending prices
based on vields adjusted to reflect the hypothetical changes in interest rates, comparing such hypothetical ending prices to
actual ending prices, and multiplying the difference by the principal amount of the security.

SENSITIVITY ANALYSIS AT DECEMBER 31, 2006

Interest Rate Shifts

(in Basis points) -300 -200 -100 [1} 100 200 300
Fixed Maturities Securities

Portfolio Value $370582 $356564 $343,106 $ 329,846 $316487 $ 303,293 $ 290,528
Change 40,736 26,718 13,260 - {13,359} (26,553} (39,318}

% Change 12.35% 8.10% 4.02% 0.00% {4.05)% {8.05)%  (11.92)%




Management’s Responsibility for Financial Statements
and Description of Audit Committee Oversight

Responsibility for Financial Statements: Management is respansible for the consclidated financial staterments of the
Company, which have been prepared in accordance with U.S. generally accepted accounting principles. Management
believes the consolidated financial statements, and the other financial information included within this annual report, fairly
present in all material respects the finangial position, results of operations and cash flows of the Company as of and for
the periods presented in this report.

The financial statements are the product of a number of processes that include the gathermg of financial data developed
from the records of the Company's day-to-day business transactions. Informed judgments and estimates are used for those
transactions not yet complete ar for which the ultimate effects cannot be measured precisely. The Company emphasizes the
selection and training of personnel who are gualified to perform these functions. In additien, Company perscnnel are subject
1o specific standards of ethical conduct that are communicated throughout the organization.

The Company's Audit Committee engages KPMG LLF an independent registered public accounting firm, to audit the
Company’s consolidated financial statements and express their opinion thereon. Members of that firm also have the right
of full access to each member of management in conducting their audits. The report of KPMG LLP on their audit of the
Company’s consolidated financial statements appears on page 42 of this annual report.

Audit Committee Oversight: The Company's Audit Committee is comprised solely of independent directors. The Audit
Committee meets at least quarterly with management, the Company’s internal auditor and KPMG LLP to oversee and
monitor the work of each and to inquire of each as to their assessment of the performance of the others in their work relating
to the Company’s consolidated financial statements and internal control over financial reporting. Both KPMG LLP and the
Company’s internal auditor have the right of full access to the Audit Committee, without management present, to discuss

any matter they believe should be brought to the attention of the Audit Committee.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Darwin Professional Underwriters, Inc.:

We have audited the consolidated financial statements of Darwin Professional Underwriters, Inc. and subsidiaries as listed
in the accompanying index. In connection with our audits of the consolidated financial statements, we also have audited the
financial statement schedules as listed in the accompanying index. These consolidated financial statements and financial
statement schedules are the responsibility of the Company's management. Our responsibility is to express an apinion on
these consolidated financial statements and financial statement schedules based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
{(United States). Those standards require that we plan and perform the audit to cbtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence support-
ing the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall financial statement presentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred (o above present fairly, in all material respects, the finan-
cial pesition of Darwin Professional Underwriters, Inc. and subsidiaries as of December 31, 2006 and 2005, and the results
of their operations and their cash flows for each of the years in the three-year period ended Decermber 31, 2008, in con-
formity with U.8. generally accepted accounting principles. Also in cur opinion, the related financial statement schedules,
when considered in relation to the basic consolidated financial statements taken as a whole, present fairly, in alt material
respects, the information set forth tharein.

KPMe LLP

Hartford, Connecticut
February 23, 2007
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Consolidated Balance Sheets

For the years ended December 31, 2006 and 2005 {Dollars in thousands, except per share amounts) 2006 2005
Assets: '
Available for sale securities, at fair value:
Fixed maturities {amortized cost: 2006, $328,201; 2005, $120,832) $ 329,846 $120,770
Short-term investments, at cost which approximates fair value 69,537 184,088

Total investments 399,383 304,858
Cash 26,873 10,255
Premiums receivable {net of allowance for doubtful accounts of

$75 as of December 31, 2006 and $50 as of December 31, 2005} 31,094 22,090
Reinsurance recoverable on paid and unpaid losses 96,371 51,260
Ceded unearned reinsurance premiums 44,742 33,853
Deferred insurance acquisition costs 12,724 7803
Property and equipment at cost, less accumulated depreciation 1,895 1,880
Intangibles 7,306 7082
Net deferred income tax asset 8,720 6,278
Current income taxes receivable - 283
Other assets 6,156 2,146

Total assets $ 635,264 $ 447598
Liabilities and Stocitholders’ Squity: -
Loss and loss adjustment expense reserves $ 263,549 $138,404
Unearned premium reserves 123,796 88,280
Reinsurance payable 21,385 10,920
Due to brokers for unsettled trades - 2,216
Current income taxes payable 865 -
Accrued expenses and other liabilities 7,819 8,255

Total liabilities 417414 248,075
Commitments and Contingencies (Note 23)
Series A Preferred Stock; $0.10 par value. {Redeemable at $20.00 per share).

No shares authorized, issued and outstanding at December 31, 2008. Authorized

500,000 shares, 105,300 shares issued and outstanding at December 31, 2005.

Aggregate liquidation preference of $2,106 at December 31, 2005. - 2,106
Stockholders’ equity (Notes 1(b), 10, and 11}
Common stock; $0.01 par value. Authorized 53,000,000 shares; issued and

outstanding 17047222 shares at December 31, 2008 and 8,105,625 shares

at Dacember 31, 2005. 170 81
Additional paid-in capital 203,095 195,950
Retained earnings 13,548 1,425
Accumulated other comprehensive income (loss) 1,037 (39)

Total stockholders’ equity 217.850 197417

Total liabilities and stockholders’ equity $ 635,264 $ 447598

See accompanying notes to consofidated financial staternernts.
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Consolidated Statements of Operations

For the years ended December 31, 2006, 2005 and 2004 {Dollars in thousands, except per share amounts} 2006 2005 2004
Revenues:
Net premiums earned $132,378 $ 84,698 $46,092
Net investment income 16,442 4,920 949
Net realized investment gains {losses) 12 (176} 1
Other income - 14 _
Total revenues 148,832 89,456 47042
Costs and expenses:
Losses and loss adjustment expenses 88,619 58,606 29,628
Commissions and brokerage expenses 14,609 9,191 B,167
Other underwriting, acguisition and operating expenses 21,603 14,574 10,221
Cther expenses 750 1,102 204
Total costs and expenses 125,581 83,473 46,920
Eamings before income taxes 23,251 5,983 122
lncome tax expense 7286 2,276 74
Net earnings $ 15,965 $ 3,707 $ 48
Basic earmnings per share:
Net earnings per share $ 1.38 $ 056 $ 0O
Weighted average shares cutstanding 9,770,268 6,600,000 6,600,000
Diluted earnings per share:
Net earnings per share ‘ $ 095 $ 046 $ o
Weighted average shares outstanding 16,785,721 8,118,370 B8,167500

See accompanying notes to consolidated financial statements.
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Consolidated Statements of Changes in Stockholders’
Equity and Comprehensive Income (Loss)

For the years endad December 31, 2006, 2005 and 2004 {Dollars in theusands) 2006 2005 2004

Commaon stocl:

Balance at beginning of vear $ 81 $ a1 3 83
Exchange of common stock for Series A Preferred Stock (66) - -
Issuance of common stock 60 - -
Conversion of Series B Preferred Stock 94 - -
Issuance of restricted common stock 1 - -
Forfeiture of shares - - (2}

Balance at end of year $ 170 $ 81 3 81

Additionzl paid-in capital:

Balance at beginning of year $195,950 $ 35,710 % (83)
Capital contributions - 160,240 35,791
Exchange of common stock for Series A Preferred Stock 66 - -
Contribution of Darwin Group, Inc. in exchange for Series B

Convertible Preferred Stock {195,992) - -

Issuance of common stock, net of issuance costs 86,228 - -

Conversion of Series B Preferred Stock 115,558 - -

Stock-based compensation 984 - -

Tax benefit on restricted stock vested 302 - -

Issuance of restricted common stock m - -

Forfeiture of shares - - 2
Balance at end of year 203,095 195,950 % 35,710
Retained earnings {deficit)h
Balance at beginning of year $ 1,425 $ (2,282) $ (2,330}

Exchange of common stock for Series A Preferred Stock {191} - -

Contribution of Darwin Group, Inc. in exchange for

Serigs B Convertible Preferred Stock (1.1886) - -

Series C Preferred Stock dividend {2,465) - -

Net earnings 15,965 3,707 48
Balance at end of year $ 13,548 $ 1,425 $ (2,282)
Accumulated other comprehensive income {loss):

Accumulated other comprehensive income {loss) at beginning of year S (39) $ (7 g -

Other comprehensive income (loss):

Unrealized appreciation {depreciation) of investments, net of tax 1,076 (32) (7)
Other comprehensive income (loss) 1,076 (32) 7
Accumulated other comprehensive income {loss) at end of year $ 1,037 $ {39) $ 7)
Total stockhoiders' equity at December 31, $ 217,850 $ 197417 $ 33,602
Comprehensive income {loss):

Net earnings $ 15,965 $ 3707 3 43

QOther comprehensive income {loss) 1,076 32) (7}

Total comprehensive income $ 17041 § 3675 $ 41

See accompanying notes to consolidated financial statements.
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Consolidated Statements of Cash Flows

For the years ended December 31, 2008, 2005 and 2004 {Dollars in thousands) 2006 2005 2004
Cash flows provided by {used for) operating activities;
Net earnings $ 15,965 $ 3707 $ 48
Adjustments to reconcile net earnings to net cash
provided by (used for) operating activities:
Deferred insurance acquisition costs (20,724) 13,730 (11,288)
Amortization of insurance acquisition costs 15,603 12,087 7990
Deferred income taxes (3,050) (2,651} {(2,618)
Depreciation and amortization 60 422 165
Net realized investment (gains) losses {12) 176 ()
Stock-based compensation 984 - -
Gain on the sale of fixed assets - (14) -
Amortization of investment discounts and premiums (3,883) (1,801 202
Change in:
Prermiums receivable (9,004} (8,323} (7519}
Reinsurance recoverable on paid and unpaid losses {45,111} (35,688} (14,582)
Ceded unearned reinsurance premiums {10,889} (18,055} (11,075)
Current income taxes payable/receivable 1,148 (1,638} 2,470
Other assets (4,035) 2,105 {4,180)
Loss and loss adjustment expense reserves 125,145 91,197 43,722
Unearned premium reserves 35,516 34,006 35,483
Reinsurance payable 10,465 3,908 2,226
Accrued expenses and cther liabilities (436) 4,057 2,289
Net cash provided by operating activities 108,283 69,065 43,332
Cash flows provided by {used for} investing activities:
Proceeds from sales of available-forsale securities 21,688 11,490 -
Maturities of available-for-sale securities 12,687 15,989 1,332
Purchases of available-forsale securities (242,320} (80.484) 67873
Net sales (purchases) of short-term investments 119,023 (146,452} (1,251)
Due to brokers for unsettled trades {2,216} 2,216 -
Purchases of fixed assets (616) (1,292) {1,020)
Proceeds from sales of fixed assets - 26 -
Acquisition of insurance companies, net of cash acguired (213) (25,575) (17219)
Net cash used for investing activities {91,967) (224,082) (86,731}
Cash flows provided by (used for} financing activities:
Proceeds from issuance of common stock 96,000 - -
Issuance costs {9,712) - -
Redemption of Series A Preferred Stock {2,297) - -
Redemption of Series C Preferred Stock {2.465) - -
Redemption of Series B Convertible Preferred Stock (81,526} - -
Tax benefit on restricted stock vested 302 - -
Preceeds from capital contributions - 160,240 35,791
Net cash provided by financing activities 302 160,240 35,791
Net increase (decrease) in cash 16,618 5223 (7608
Cash, beginning of period 10,255 5,032 12,640
Cash, end of period $ 26,873 $ 10.285 $ 5,032
Supplemental disclosures of cash flow information:
Cash paid for federal and state income taxes $ 8,907 $§ 7378 $ 293

See accompanying notes to consofidated financial statements.
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Notes to Consolidated Financial Statements

For the years ended December 31, 2006, 2005 and 2004 (Dollars in thousands, except per share amounts)

1. ORGANIZATION

{a) Organization

Darwin Professional Underwriters, Inc. (DPUD, located in Farmington, Connecticut, is a majority-owned publicly-traded insur-
ance underwriting subsidiary of Alleghany Insurance Heldings, LLC (AIHL), which is a wholiy-owned subsidiary of Alleghany
Corporation (Alleghany), On May 19, 2006, DPUI had its initial public offering (IPO} of its common stock {see Note 11).

DPUL was formed in March 2003 as an underwriting manager for certain insurance company subsidiaries of
Alleghany, a publicly traded company, pending the establishment or acquisition of separate insurance companies for the
DPUI business. Effective Septernber 1, 2003, DPUI entered into underwriting management agreements with three wholly-
owried subsidiaries of Alleghany, Capitol Indemnity Corporation, Capitol Specialty Insurance Corporation, and Platte River
Insurance Company (collectively, the Capitol Cormpanies), to underwrite and administer speciaity liability insurance business.
DPU!'s specialty liability insurance business consists of Directors and Officers liability (D&QO), Errors and Omissions liability
(E&O) and Medical Malpractice liability insurance.

On Fehruary 3, 2004, Darwin Group, In¢. (Darwin Group), a wholly-owned subsidiary of AIHL, was formed as an
insurance holding company for the purpose af acquiring Darwin National Assurance Company (DNA}L DNA was acquired on
May 3, 2004 as a wholly-owned subsidiary of Darwin Group. As of December 31, 20086, DNA is licensed to write property
and casualty insurance on an admitted basis in 48 jurisdictions {including the District of Columbia} and is eligible to operate
on an excess and surplus lines basis in one additional state (Arkansas). On May 2, 2005, DNA acquired Darwin Select
Insurance Company {Darwin Select), as a whally-owned insurance company subsidiary. As of December 31, 2006, Darwin
Select is licensed to write property and casualty insurance on an admitted basis in Arkansas {its state of domicile) and is
eligible to operate on an excess and surplus lines basis in 46 additional states. Effective as of January 1, 2006, Darwin
Group was contributed by Alleghany to DPUI (see Note 1(b)).

The Capito! Companies are wholly-owned subsidiaries of AIHL and operate collectively in 50 states and the District
of Columbia, In addition to the business produced by DPUI and issued on policies of the Capitol Companies, the Capitol
Companies have significant independent operations ihat are not included in these consolidated financial statements.
Alleghany acquired ownership of the Capitel Companies in January 2002, Prior to the formation of DPUI as an underwriting
manager to underwrite professional liability coverages for the Capito! Companies in the D&O, E&O and Medical Malpractice
lines, neither the Capitol Companies nor Alleghany wrote any of these lines of business.

DNA, Darwin Select and the Capitol Companies (in respect of the business produced by DPUI and issued on polices
of the Capitol Companies) receive underwriting, claims, management, and adrinistrative services from DPUI.

DPU!'s products are marketed through independent producers located throughout the United States.

(b} Reorganization

Effective Octaber 1, 2005, Darwin Group, through its subsidiary DNA, entered into a series of reinsurance and commutation
agreements with the Capitol Companies. Overall, these reinsurance agreements had the effect of transferring to DNA all of
the in-force business produced by DPUI and issued on policies of the Capitol Companies, along with the corresponding
financial staternent effects of these palicies. In addition, in November 2008, Alleghany made a capital contribution of
$135,000 to Darwin Group, which subsequently contributed this capital to DNA.

Effective January 1, 2008, DPUI became the parent of Darwin Group and its subsidiaries, DNA and Darwin Select
and, in connection therewith, DPUI issued to AIHL shares of Series B Convertible Preferred Stock with an aggregate liquida-
tion preference of $187,178, equal to the book value of Barwin Group or December 31, 2005, in exchange for all of the
outstanding common stock of Darwin Group held by AIHL. In addition, AIHL exchanged its 6,600,000 shares of common
stock of DPUI, representing 80% of the issued and outstanding shares of DPUL, for 9,560 additionat shares of Series A
Preferred Stock of DPUI having an additional aggregate liquidation preference of $20 per share, representing 80% of the
book value of DPUL on December 31, 2005. As a result of the reorganization, the only shares of common stock outstanding
as of January 1, 2006 were unvested restricted shares.

The consolidated financial statements give retroactive effect to both the transfer of the in-force business to Darwin
Group from the Capitol Companies and the contribution of Darwin Group to DPUI as transactions between entities under
common control, accounted for as a pooling of interests, This resuits in a presentation that reflects the actual business
produced and managed by DPUI, regardless of the originating insurance carrier, with all periods presented as if DPUl and
Darwin Group, including the transferred in-force business, had always been combined.

On May 3. 2008, the DPUI Board of Directors approved a 33-fortwo stock split of the DPUI's shares of common
stock, to be effected on the effective date of DPUI's registration staterent on Form 5-1 in connection with its initial public
offering, which occurred on May 18, 2008. In addition, the par value of the common stock has been adjusted to $0.01
per common share from $0.10 per common share. The sesulting increase in common stock was offset by a decrease in
additional paid-in capital.

All comron stock and per share data included in these consolidated financial statements, and the exchange ratios
for the Series B Convertible Preferred Stock, have been retroactively adjusted to reflect the 33-fortwo stack split and the
change in par value for all periods presented. )

Collectively these operations are referred to as “"Darwin” or the "Company.”
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2. SUMIMARY OF SIGNIFICANT ACCOUNTING POLICIES

{a) Basis of Presentation

The accompanying consolidated financial statements include the results of DPU) and its subsidiaries and have been prepared
in accordance with U.S. generally accepted accounting princioles. All significant intercompany accounts and transactions
have been eliminated.

{b} Investments and Fgir Values of Financial Instruments

Darwin classifies all of its fixed maturities with original maturities equal 1o or greater than one vear st acquisition as available-
tor-sale. Accordingly, investments in fixed maturities are reported at fair value. Fair values of investments are determined
from quoted market prices where available, or are estimated using values obtained fram independent pricing services.
Unrealized gains and losses during the year, net of the related tax effect, are excluded from sarnings and reflected in
comprehensive income (loss) and the cumulative effect is reported as a separate compenent of stockholders’ equity until
realized.

The cost of fixed maturities is adjusted for amartization of premiums and accretion of discounts to maturnity. The
interest method is used for such amortization and accretion. Fixed maturities deemed to have declines in value that are
otherthan-temporary are written down through the consolidated statement of operations to carrying values equal to their
estimated fair values,

Investment incorme is recorded when earned. Realized gains and losses on sales or declines deemed otherthan-
temperary are determined on the basis of specific identification of investments.

Investment income on mortgage-backed and asset-backed securities is initially based upon yield, cash flow, and
prepayment assurmptions at the date of purchase. Subsequent revisions in those assumptions are recorded using the
retrospective method. Under the retrospective method, amortized cost of the security is adjusted to the amount that
would have existed had the revised assumptions been in place at the date of purchase. The adjustments to amortized
cost are recorded as a charge or credit to net investment income.

Shortterm investments, consisting primarily of maney market instruments and other debt issues purchased with
a maturity of one year or less at acquisition, are carried at cost, which approximates fair value.

(c) Cash
For purposes of the consolidated statement of cash flows, cash includes only funds that are available for immediate
withdrawal.

(d} Premiums and Unearned Premium Reserves

Premiums are recognized as revenue on a pro rata basis over the term of the insurance contracts, generally 12 months.
Unearned premium reserves represent the unexpired portion of policy premiums. Premiums receivable are reported net
of an allowance for estimated uncollectible amounts. Ceded premiums are charged to income over the term of the reinsur-
ance contracts. Ceded unearned premiums represent the unexgired portion of premiums ceded to reinsurers.

{e) Reinsurance Recoverables

Darwin follows the customary practice of reinsuring with other companies the loss exposures on business it has written.
This practice allows the Darwin insurance companies 1o diversify their business and to write larger policies, while limiting
the extent of their ultimate net loss. Reinsuring loss exposures does not reiieve Darwin from its primary cbligation to
policyhelders. Darwin remains hable to its policyholders for the portion reinsured to the extent that any reinsurer does not
meet the obligations assumed under the reinsurance arrangements. Darwin regularly evaluates the financial condition of
its reinsurers to determine the coflectibility of the reinsurance recoverables.

Reinsurance recoverables (including amounts related to claims incurred but not reported) and ceded unearned reinsur-
ance premiums are reported as assets. Amounts recoverable from reinsurers are estimated in a manner consistent with
the claim liability associated with the reinsured business. Ceded premiums are charged to income over the applicable terms
of the vericus reinsurance contracts with third party reinsurers. Reinsurance contracts that do not result in a reasonable
possibility that the reinsurer may realize a significant loss from the insurance risk assumed and that do not provide for the
transfer of significant insurance risk generally do not meet the conditions for reinsurance accounting and are accounted for
as deposits. Darwin has no contracts with reinsurers that do not meet the risk transfer provisions of Staterment of Financial
Accounting Standards {SFAS) No. 113, Accounting for Reinsurance (SFAS Ne. 113).

(f) Deferred Insurance Acquisition Costs

Insurance acquisition costs that vary with, and are directly related to, the production of premiums (principally commissions,
premium taxes, and certain underwriting salaries) are deferred. Deferred insurance acquisition costs are amartized to
expense as the related premiums are earned. Deferred insurance acquisition costs are reviewed to determine if they are
recoverable from future income, and if not, are charged to expense. Future investment income attributable to the related
premiums is taken into account in measuring the recoverability of the carrying value of this asset. All other acquisition costs
are charged to expense as incurred.
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(g} Property and Equipment
Property and equipment are recorded at cost and depreciated over the asset’s estimated useful life on a straight-line basis
using a mid-year converition. Useful lives for depreciation purposes are as follows:

Computer equipment 3 years
Computer software 5 years
Furniture and fixtures 5 years
Leasehold improvements Shorter of useful life or life of lease

Improvements that extend the life of a specific asset are capitalized, while normal repair and maintenance costs
are expensed as incurred. When property and equipment are sold or otherwise disposed of, the asset account and related
accumulated depreciation accounts are removed from the balance sheet, with the resulting gain or loss being included in
the consclidated staterment of operations.

(h) Intangible Assets
Darwin recognized intangible assets in connection with the acquisitions of DNA and Darwin Select. Darwin accounts for
intangible assets in accordance with SFAS No. 142, Goodwill and Other Intangible Assets (SFAS No. 142}. Management
has determined that these intangible assets have an indefinite life.

SFAS No. 142 requires that intangible assets with indefinite useful lives be capitalized and tested for impairrent at
least annually. An annual assessment is performed by Darwin to evaluate the continued recoverability of the intangible
asset balance.

(i} Income Taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are recognized

for the future tax consequences attributable to differences between the financial statement carrying amounts of existing
assets and liabilittes and their respective tax bases and operating loss and tax credit carry forwards. Deferred tax assets and
liabilities are measured using enacted tax rates expected to apply to taxable income in the years in which those temporary
differences are expected 1o be recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates
is recognized in the statement of operations in the period that includes the enactment date.

From its inception, up unti! the time of our initial public offering on May 19, 2006, Darwin fited a consolidated federal
income tax return with its ultimate parent, Alieghany. Each of the entities included in the consolidated financial statements
was subject to a tax sharing agreement. The provisions of these agreements required each of the entities {together with
the subsidiaries of that entity) to make payments to its immediate parent for the federal income tax imposed on its taxable
income in a manner consistent with filing a separate federal income tax return (but subject to certain limitations that are
applied to the Alleghany consolidated group as a whole). Darwin is required to file its own consolidated federal income tax
return for the period May 19, 2006 through December 31, 2006 and for periods thereafter, and thus, the tax sharing agree-
ment between DPUI and Alleghany was cancelled on May 18, 2006. Alleghany has informed Darwin that it will include the
Darwin results from January 1, 2006 through May 18, 2006 in the Alleghany December 31, 2006 consolidated tax return.

(j} Loss and Loss Adjustment Expense Reserves

The loss and loss adjustment expense (LAE) reserves represent the estimated ultimate cost of all reported and unreported
losses and LAE incurred and unpaid on direct and assumed business.at the balance sheet date. Loss and LAE reserves
include: (1) case reserves, that are the accumulation of individuat estimates for claims reported prior to the close of the
accounting period; (2} estimates for incurred but not reported claims based on industry experience modified for current
trends; and {3} estimates of expenses for investigating and settling claims based on industry experience. The liabilities
recorded are based on estimates resulting from a continuous review process, and differences between estimates and
ultimate paymenis are reflected in expense for the period in which the estimates are changed, The Company has estimated
ne subrogation recoveries in its determination of loss reserves due 1o the lack of any significant recoveries to date.

{k} Comprehensive lncome {Loss}

The Company reports and presents comprehensive income (loss) in accardance with SFAS No. 130, Reporting
Comprehensive Income, which establishes standards for reporting and display of comprehensive income or loss and its
components in financial statements. The objective of the statement is 1o report a measure of all changes in equity of an
enterprise that result from transactions and other economic events of the period. The Company’s other comprehensive
income or loss arise from unrealized gains and losses, net of tax effects, on investrment securities categorized as available-
forsale. The Company has elected to display comprehensive income {loss) as a component of the consolidated staterments
of changes in stockholders’ equity and comprehensive income {loss), with additional disclosure in a comprehensive
income footnote.
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(I} Segments

In accordance with SFAS No. 131, Disclosure About Segments of an Enterprise and Related Information, the financial infor-
mation of the segment is presented consistent with the way results are regularly evaluated by the chief operating decision
maker in deciding how to allocate resources and in assessing performance. Management arganizes the business around
the specialty liability insurance produced through brokers, agents and program administrators, Darwin's specialty liability
insurance operations comprise one business segment.

{m) Estimates

The preparation of these consclidated financial statements in conformity with U.S. generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported amounts of assets and fiabilities and
the disclosure of contingent assets and liabilities at the date of these consolidated financial statements and the reported
amounts of revenues and ¢laims and expenses during the reporting period. Actual results could differ from those estimates.

(n} Statutory Accounting Practices

DNA, domiciled in Delaware, and Darwin Select, domiciled in Arkansas, prepare statutory financial statements in accor-
dance with accounting practices prescribed or permitted by the insurance departments of the state of domicile. Prescribed
statutory accounting practices are those practices that are incorporated directly or by reference in state laws, regulations,
and general administrative rules applicable 1o all insurance enterprises domiciled in a particular state. Permitted statutory
accounting practices include practices not prescribed by the domiciliary state, but allowed by the domiciliary state regula-
tory authority. The Company is not currently utilizing any permitted statutory accounting practices in the preparation of its
statutory financial statements.

(o} Reclassification
Certain prior year amounts have been reclassified to conform to the 2006 presentation.

{p} Recent Accounting Standards

Effective January 1, 2006, the Company adopted SFAS No. 123(R), Share-Based Paymernt (SFAS No. 123(R)} using a modi-
fied prospective method. SFAS Na. 123(R) requires that the cost resulting from all share-based payment transactions be
recognized in the financial statements. SFAS No. 123(R) establishes fair value as the measuremant objective in accounting
for share-based payment arrangements and requires all companies to apply a fair-value based measurement methed in
accounting generally for ail share-based payment transactions with employees. Under this application, Darwin records
compensation expense for all awards granted after the date of adoption and for the unvested portion of previously granted
awards that remain outstanding at the date of adoption. The Company did not recognize any share-based compensation
expense as a result of the adoption of SFAS No. 123(R) for periods prior to January 1, 2006. Prior to January 1, 20086, the
Company's share-based grants were restricted shares under the 2003 Restricted Stock Plan that had a nominal fair value at
the date of grant. Darwin did not have any stock option or other share-based awards prior to January 1, 2006. The effect of
SFAS No. 123(R) on the Company’s financial pasition as of Decernber 31, 2006 and results of operation for the year ended
December 31, 2006 are presented in Note (12}, Stock-Based Compensation.

The Securities and Exchange Commission released Staff Accounting Bulletin No. 108, Considering the Effects of
Frior Year Misstatements in Quantifying Missatatements in Current Year Financial Staterments (SAB 108) in September 2006.
SAB 108 provides guidance on now the effects of the carryover or reversal of prior year financial statement misstaterments
should be considered in quantifying a current period misstatement. In addition, upon adoption, SAB 108 permits the
Company to adjust for the cumulative effect of immaterial errors relating to prior years in the carrying amount of assets
and liabilities as ot the beginning of the current fiscal year, with an ofisetting adjustment to the opening balance of retained
earnings. SAB 108 also requires the adjustment of any prior quarterly financial statements within the fiscal year of adoption
for the effects of such errors on the quarters when the information is next presentad. The Company has adopted SAB 108
for the year ending December 31, 20086. The adoption of SAB 108 did not have any impact on the Company’s financial
condition or results of operations.

In September 2005, the Accounting Standards Exacutive Committee issued Staterment of Position 05-01, Accounting
by Insurance Enterprises for Deferred Acquisition Costs in Connection with Modifications or Exchanges of Insurance
Contracts (SOP 08-01}. SOP 0501 provides guidance on accounting by insurance enterprises for deferred acquisition costs
on internal replacements of insurance and investment. SOP 05-01 defines internal replacement as a madification in product
benefits, features, rights, or coverages that occurs by the exchange of a contract for a new contract, or by amendment,
endorsement, or rider 10 a contract, or by the eiection of a feature of coverage within & contract. SOP 05-01 is effective
in fiscal years beginning after Decernber 15, 2008, with earlier adoption encouraged. The Company intends to adopt SOP
05-01 in the first quarter of 2007 The Company does not anticipate that SOP 05-01 will have a material impact on its opera-
tions or financial condition. ’

In March 2006, the Financial Accounting Standards Board (FASB) issued Statement No. 155 (SFAS No. 155), Accounting
for Certain Hybrid Instruments, an amendmient to FASB Staternent No. 133 and 140. This statement permits fair value
remeasurement for any hybrid financial instrument that contains an emhedded derivative that otherwise would require
bifurcation, and establishes a requirement to evaluate interests in securitized financial assets to identify interests that are
freestanding derivatives or that are hybrid financial instruments that contain an embedded derivative requiring bifurcation.
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This Statement is effective for all financial instruments acquired or issued after the beginning of an entity’s first fiscal year
that begins after September 15, 2006, The Company intends to adopt SFAS No. 155 in the first quarter of 2007 The
Company does not anticipate that SFAS 155 will have a material impact on its resulis of operations or financial condition.

In July 2006, FASB issued Interpretation No. 48, Accounting for Uncertainty in Incorme Taxes. The Interpretation clari-
fies the accounting for income taxes recognized in an enterprise’s financial statements in accordance with FASE Staterment
No. 109, Accounting for Income Taxes. The Interpretation prescribes 2 recognition threshold and measurement attribute for
the financial statement recognition and measurerment of a tax position taken or expected 1o be taken in a tax return. This
Interpretation also provides guidance on derecognition, classification, interest and penalties, accounting in interim periods,
disclosure and transition. The Interpretation is effective for fiscal years beginning after December 15, 2006. The Company
will adopt the provisicns of this Interpretation in the first quarter of 2007 and does not anticipate that it will have a material
impact on the Company’s financial condition or resulis of operations.

In September 2006, SFAS issued Statement No. 157, Fair Value Measurements. This Statement provides guidance
for using fair value to measure assets and liabilities, The Standard does not expand the use of fair value in any new circum-
stances. The Standard is effective for financial statements prepared for fiscal years beginning after November 15, 2007 and
interim periods within those fiscal years. The Company does not anticipate that this Staternent will have a material impact
on its financial condition or results of operations.

3. BURCHASE ACCOUNTING
On May 2, 2006, DNA purchased all the issued and ouistanding shares of Ulico Indemnity Company {Ulico Indemnity) for
initial consideration of $25,668, which included acquisition costs of $428. Subsequent to the purchase, Ulico Indemnity
was renamed Darwin Select Insurance Company. The acquisition of Darwin Select was accounted for as a purchase in
accordance with FASB Staterment No. 141, Business Combinations. Assets and liabilities acquired were recorded at their
estimated fair value as of the acquisition date. Included in the assets acquired is an indefinite lived intangible asset of
$3,387 for the fair value of Darwin Select’s state insurance license and excess and surplus authorizations. In January, 2006,
Darwin made an additional contingent payment in the amount of $213, in connection with a joint tax election, which
increased the intangible asset to $3,600 as of December 31, 2006.

The following is a condensed balance sheet as of May 2, 2005 disclosing the amount assigned to each major asset
and liability of Darwin Select:

Pre- Acquisition Post-
Acquisition Adjustment Acquisition

Assets:

Debt securities $22,026 $ - $22,026

Cash a3 - 93

Intangible assets - licenses - 3,600 3.600

Reinsurance recoverable on paid and unpaid losses 6,693 - 6,693

Other assets 162 - 162
Total assets £28,974 $ 3,600 $32,574

Liabilities:

Loss and loss adjustment expense reserves $ 6,693 $ - $ 6,693

Stockholders’ Equity:

Common stock 4,200 - 4,200

Additional paid-in capital 13,755 7926 21,681

Retained earnings {(deficit} 4,326 (4,326) -
Total stockholders’ equity 22,281 3,600 25,881
Total liabilities and stockholders’ equity 328,974 § 3,600 $32,574

In connection with the acquisition of Darwin Select, the seller, Ulico Casualty Company {Ulico Casualty), contractually
reinsured all of the business written on policies of Darwin Select prior to the sale. Darwin Select recorded reinsurance
recoverables in the amount of $8,693 and transferred to Ulico Casualty cash in the same amount, representing reserves
for the unpaid losses and LAE. At December 31, 2006, the reinsurance recoverable amount was $1,529. The reinsurance
recoverable from Ulico Casualty is fully collateralized by a trust agreement escrow fund. The trust fund balance was approxi-
mately $3,000 as of December 31, 2006. The escrow fund may only be drawn down by Darwin Select and is available for
the settlement of reinsurance recoveries in the event of non-payment by Ulico Casualty. In addition, Ulico Casualty has
indemnified ONA and Darwin Select against all liabilities arising cut of the operations of Darwin Select prior to the date of
acquisition. ULLICO Inc., the parent company of Ulico Casualty, has guaranteed the performance by Ulico Casualty of its
indemnification obligations and of its obligations under the reinsurance agreement and the trust agreement.
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On May 3, 2004, Darwin Group purchased all the issued and outstanding shares of US Aegis Energy Insurance
Company {US Aegis) from Aegis Holding, Inc., a subsidiary of Associated Electric & Gas Insurance Services Limited (AEGIS)
for total consideration of $20,792, which included acquisition costs of $455. Subsequent 1o the purchase, US Aegis was
renamed Darwin National Assurance Company. The acquisition was accounted for as a purchase. Assets and liabilities
acquired were recorded at their estimated fair value as of the acquisition date. Included in the assets acguired is an indefi-
nite lived intangible asset of $3,706 for the fair value of DNAS state insurance licenses. In connection with the acquisition,
AEGIS agreed to indemnify Darwin Group and DNA against liabilities arising out of the operations of DNA prior to the
closing of the acguisition.

An annual assessment was performed by Darwin to evaluate the continued recoverability of the intangible asset
balance, The Company did not recognize any impairment of intangibles during fiscal years ended December 31, 20086,
2005, and 2004.

4, INVESTMIENTS
The amortized cost and estimated fair value of fixad maturities at December 31, 2008 and 2005 are as follows:

Cost or Gross Gross
Amaortized Unrealized Unrealized Fair
Cost Gains Losses Value
2006
Type of investment
U.S. Government bonds $ 22,349 $ 50 $ (160} $ 22,239
State and municipal bonds 127,960 1,900 (117} 129,743
Mortgage/asset-backed securities 106,473 411 {269} 106,615
Corporate bonds and notes 71,419 138 {308} 71,249
Total fixed maturities $328,201 $2,499 $ (854} $329,846
2005
Type of investment
U.S. Government bonds $ 16,163 3 - $ (231} $ 15,932
State and municipal bonds 30,686 342 (28} 31,000
Mortgage/asset-backed securities 39,233 70 {99} 39,204
Corporate bonds and notes 34,750 51 (167} 34,634
Total fixed maturities $120,832 $ 463 ¥ 1525) $ 120,770

The amortized cost and estimated fair value of fixed maturities at December 31, 2006, by contractual maturity, are
shown below. Actual maturities may differ from contractual maturities because borrowers may have the right to call or
prepay obligations with or without call or prepayment penalties.

Amortized Fair

Cost Value

Due in one year or less $ 7180 $ 7106
Due after one year through five years 67,650 67,565
Due after five years through ten years 32,070 32,003
Due after ten years 114,828 116,557
Mortgage/asset-backed securities 106,473 106,615
Total $ 328.201 $ 329,846

An investment in a fixed maturity which is available-for-sale is impaired if its fair value falls below its book value, and
the declire is considered to be other-than-temporary. Darwin's assessment of a decline in fair value includes its current
judgment as to the financial position and future prospects of the issuing entity of the security, the length of time and extent
to which fair value has been below cost, and Darwin's ability and intent to hold the investment for a period of time sufficient
to allow for an anticipated recovery.
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The following table summiarizes, for all fixed maturity securities in an unrealized loss position at December 31, 2006,
the aggregate fair value, and the gross unrealized loss by length of time such securities have continuously been in an
unrealized loss position:

Less Than 12 Months 12 Months or More Total
Gross Gross Gross
Unrealized Unrealized Unrealized
Fair Value Loss Fair Value Loss Fair Value Loss
Type of investment
U.S. Government bonds $ 39 s (9 $ 9145 $(151) $ 9,535 $(160)
State and municipal bonds 18,543 {87} 1,917 (30) 20,460 {117)
Mortgage/asset-backed
securities 49,799 {235} 1,631 (34) 51,430 (269)
Corporate bonds and notes 34,172 {234) 4,156 (74) 38,328 (308)
Total fixed maturities $102,904 $ {565) $ 16,849 $ (289) $ 119,753 $ (854)

The majority of the unrealized losses on fixed maturity securities are interest rate related. Each of the fixed maturity
securities with an unrealized loss at December 31, 2006 has a fair value that is greater than 96.4% of its amortized cost. Of
the 22 securities that have been in an unrealized loss position for longer than 12 months, 7 are U.S. Treasury securities and
each of the remaining other than U.S. Treasury securities has a fair value that is greater than 877% of its amortized cost.
None of the fixed maturity securities with unrealized losses have ever missed, or been delinguent on, a scheduled principal
or interest payment, and none are raied below investment grade. As of December 31, 2008 and 2005, no securities are
considered to be other-than-temporarily impaired.

Realized gains {losses) and change in unrealized gains {losses) on fixed maturity investments for the years ended
December 31, 2006, 200%, and 2004 are as follows:

2006 2005 2004
Realized gains (losses}

Gross gains $ 38 g 1 $ 1
Gross losses {26} (177) -
Net realized gains {losses) 5 12 $ (176) g 1
Change in unrealized gains (losses) $1,707 $ 651 $ ()
Less effect of tax {631) 19 4
Change in net unrealized gains {losses) $1.076 $ {32) $ )

Following is a summary of cumulative unrealized gains (losses) on fixed maturity investments at December 31, 2006
and 2005:

2006 2005

Unrealized gains {losses)
Gross unrealized gains $2499 % 463
Gross unrealized losses {854) {525)
Unrealized gains (lossest 1,645 (62)
Less effect of tax _ (608) (231
Net unrealized gains (losses) $ 1,037 $ (39}

Investment income by category for the years ended December 31, 2008, 2005, and 2004 is as follows:

2006 2005 2004

Fixed maturities $ 1,776 $ 4,088 $ 663
Short-term 5.302 8856 328
Gross investment income 17,078 5,073 891
Investment expenses 636 153 42
Net investment income . $16,442 $ 4,920 $ 949
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The fair value of securities on deposit with insurance regulators in accordance with statutory requirements was
$11,983 and $11,859 at December 31, 2006 and 2005, respectively. As discussed in Note {5}, Reinsurance, the Cempany
has established trusts to collateralize the reinsurance obligations to the Capitol Companies. The investments held in the
trusts had a fair value of $217190 as of December 31, 2006 and are included in the total investments on the consolidated
balance sheets. Darwin retains ownership rights to the investments held in trust and the investment income continues to
accrue to the Company. In addition, Darwin has authority to substitute similsr assets witheut pricr notification o the Capitol
Companies.

5. REINSURANCE

{a) Ceded

Darwin purchases third party reinsurance coverage for substantially all of its lines of business. These arrangements provide
for greater diversification of business, allow Darwin to control exposure to potential losses arising from large risks, and
provide additonal capacity for growth. The specific reinsurance coverages are tailored to the specific risk characteristics of
each class of business and Darwin’s retained amount varies by type of coverage. Given the nature of the loss exposure of
Darwin's lines of business, Darwin generally purchases excess of loss treaty reinsurance to mitigate the volatility of our
bock of business by limiting exposure to frequency and severity of losses.

The Company purchases both fixed and variable cost excess of loss reinsurance. Darwin purchases fixed cost excess
of loss reinsurance, where a fixed percentage of premiums are ceded to reinsurers depending upon the policy limits written
and the losses recoverable are determined based upon a fixed percentage of losses incurred.

Part of the Company's current excess of loss reinsurance program is structured on a variable cost basis, which
enables it to retain a greater portion of premium if our ultimate foss ratio is lower than an initial provisional loss ratio set
out in the reinsurance contract. For these contracts, the ultimate ceded premium earned on these treaties is determined by
the loss ratio on the business subject to the reinsurance treaty. If the expected ultimate loss ratio increases or decreases
from the level currently estimated, the ceded premiums and losses recoverahle from the rainsurers will also increase or
decrease relationally within a minimum and maximum range for cedad premium and subject to a loss ratic cap for losses
recoverable. Until such time as the ceded premium reaches the maximum rate stated within the terms of the contract,
ceded premium paid to the reinsurers will be in excess of the amount of any losses recoverable from reinsurers, After the
ceded premium incurred reaches the maximum rate stated in the contracts, losses incurred coverad by the contract are
recoverable from reinsurers up te a loss ratio cap, without any required additional ceded premium payment. The loss ratio
caps in these variable rated contracts vary from 225% to 400% of the maximum rate of ceded premium payable stated
within the terms of the contracts. As a result, the same uncertainties associated with estimating loss and loss adjustment
expense reserves affect the estimates of ceded premiums and losses recoverable from reinsurers on these contracts.

In connection with the acquisition of Darwin Select, Darwin recorded caded reinsurance recoverables and correspon-
ding direct loss and LAE reserves in the amount of $6,693. At December 317, 2006 and December 31, 2005, such amounts
were $1,528 and $1,637 respectively, which were collateralized by a trust fund. The trust fund balance was approximately
$3,000 as of December 31, 2006.

Reinsurance recoverables on paid and unpaid losses at December 31, 2006 and 2005 consist of the following:

2006 2005

Reinsurance recoverable on paid losses $ N3 $ 31
Ceded outstanding case losses and LAE 5,904 463
Ceded outstanding IBNR losses and LAE 20,354 50,766
Reinsurance recoverable on paid and unpaid losses $96,371 $51,260

At Decernber 31, 2008, the largest concentration of reinsurance recoverable on paid and unpaid losses was due
from Transatlantic Reinsurance Company for $23,299 or 24.2% of the total, with an A.M. Best rating of A+ (superiar) for its
financial strength. As of December 31, 2008, approximately 99.9% or $96,299 of Darwin's gross reinsurance recoverables is
with reinsurers with an A M. Best rating of A (excellent) or higher for financial strength or collateralized either by an irrevoca-
ble letter of credit or by an escrow fund under a trust agreement. The remaining $72 reinsurance recoverable is due from a
reinsurer with an A,M. Best rating of B+ (good). Darwin has no allowance for uncollectible reinsurance as of December 31,
2006 or December 31, 2005,

Reinsurance contracts do not relieve Darwin from its obligations to policyholders. Darwin remains liable to its
policyhclders for the portion reinsured to the extent that any reinsurer does not meet the obligations assumed under the
reinsurance agreements. Darwin regularly evaluates the financial condition of its reinsurers o determine the collectibility
of the reinsurance recoverables. Amounts recoverable from reinsurers are estimated in a manner consistent with the claim
liability associated with the reinsured policies.
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{b) Reinsurance Ceded and Assumed with the Capitcl Companies
On July 1, 2004, Darwin Group, through its subsidiary DNA, entered into intercompany reinsurance agreements with
each of the Capitol Companies, whereby any of the business produced by DPUI and written on pclices of the Capito!
Companies would be 100% assumed by DNA (“the 100% reinsurance agreement”). DNA then retroceded a portion
to external reinsurers and 90% of the remaining balance, including direct business written by DNA, net of cessions to
external reinsurers {"the 90% retrocession agreement”), to Capitol Indemnity Corporation.
As disclosed in Note 1(b), effective October 1, 2005, Darwin Group, through its subsidiary DNA, commuted the
90% retrocession agreement with Capitol ndemnity Corporation. The 100% reinsurance agreement between the Capito!
. Companies and DNA remains in effect for all business produced by DPUI and written on policies of the Capitol Companies.
In addition, Darwin Group, through its subsidiary DNA, entered into a loss portfolio transfer agreement, also effective
as of October 1, 2005, whereby all of the outstanding loss and LAE reserves on the business produced by DFUI and
written on policies of the Capitol Companies prior to July 1, 2004 were assumed by DNA. In exchange for assuming these
outstanding loss and LAF reserves and related reinsurance recoverables on paid and unpaid losses, Darwin received cash.
Under the agreement, to the extent that the Capitol Companies experience additional incurred losses, if any, related to the
transferred loss portfolio, DNA will pay those additionat amounts as they are recorded. The Capitol Companies have not
experienced any additional losses under the agreement for the years ending December 31, 2006 and December 31, 2005.
The commutation and loss portfolio transfer transactions did not result in any gain or loss for DNA or the Capitol
Companies. The overall effect of these arrangements was to transfer all of the business produced by DPUI and written
on policies of the Capitol Companies, along with the corresponding assets, liabilities and related cash to Darwin Group's
subsidiary DNA. At the time of the transaction, DNA and the Capitcl Companies were under common control by Alleghany.
As described in Note 1{b}, the consolidated financial statements give retroactive effect to this transfer as a transaction
betwesn entities under commeon control, with all periods presented as if the transferred business had always been part
of Darwin. The following table shows the balance sheet effects of these transactions on each cornpany:

As of December 31, 2005

Capitol
Balance Sheet Companies DNA DPUI Combined
Assets: .
Cash and investments $(88,752) $88,752 3 - $ -
Reinsurance recoverable on paid and unpaid losses 7253 {7253) - -
Deferred insurance acquisition costs {17,919) 16,924 995 -
Affiliate receivable (payable) 4,619 (3,624 (995} -
Total assets $194,799) $94,799 £ - $ -
Liahilities and Stockholders’ Equity:
Loss and LAE reserves $(54,151) $54,151 $ - $ -
Unearned premium reserves : (40,648 40,648 - _
Total liabilities (94,799} 94.799 - -
Total stockhelders' equity - - - -
Total liabilities and stockholders’ equity $(94,799} $94,799 $ - $ -
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{c) Reinsurance Effect on Operations
Net premiums written, net premiums earned, and net losses and LAE incurred included reinsurance activity for the years
ended December 31, 2006, 2005, and 2004 are as follows: .

2006 2005 2004
Net Premiums Written:
Direct premiums written $179,776 $ 23,354 $ 245
Assumed premiums written — Capitol Companies 65,763 142,470 98,004
Assumed premiums written 713 - -
Ceded premiums written (89,248) (65,174) (29,955)
Net premiums written $157.004 $100,850 $ 70,500
Net Premiums Earned:
Direct premiums earned $101,615 $ 11.021 $ 324
Assumed premiums earned — Capitol Companies 108,684 120,799 64,648
Assumed premiums earned 436 - -
Ceded premiums earned (78,357) {47122) (18,880)
Net premiums earned $132,378 $ 84,698 $ 46,092
Net Losses and LAE tncurred:
Direct losses and LAE incurred $ 68,073 $ 11,400 $ 220
Assumed losses and LAE incurred - Capitol Companies 65,531 84,856 43,988
Assumed losses and LAE incurred 290 - -
Ceded losses and LAE incurred {45,275) (37.650) (14,5801
Net losses and LAE incurred $ 88.619 $ 58,606 $29,628

The net premiums written table above includes our gross premiums written on the palicies of Capitol Companies
{Assumed premiums written — Capito! Companies), as well as gross premiums written directly on DNA and Darwin Select
{Direct premiums written). Since each of cur insurance company subsidiaries obtained its own A.M. Best rating of "A-"
{Excellent) in November 2005, whenever possible, DPUI has written coverage on policies issued by DNA or Darwin Select.
However, our insurance company subsidiaries are not currently licensed (in the case of our admitted carrier DNA} or eligitle
ta write business an a surpius lines basis {in the case of Darwin Select} in all U.S. jurisdictions, and DNA does not yet have
in place &l rate and form filings required to write insurance business in every jurisdiction where it is licensed. In addition,
the Capitol Companies have A.M. Best ratings of "A" (Excellent}, and we believe that insureds in certain classes of our busi-
ness (primarily public D&QO) require policies issued by an insurer with an A.M. Best rating of “A” (Excelient). Consequently,
although we expect to write the majority of our future business on policies of our insurance company subsidiaries, we
continue to depend upon the Capitol Companies te write policies for a portion of the business preduced by DPUI. For
the years ended December 31, 2006, 2005, and 2004, we wrote $65,763, $142,470, and $98,004, respeactively, of gross
premiums through our arrangement with the Capitol Companies, representing 26.7%, 85.9%, and 576%, respectively, of
the total gross premiums produced by DPUI.

In Septermber 2008, the Company established three reinsurance security trusts with sufficient assets to adequately
collateralize the reinsurance obligations to the Capital Companies for the amounts assumed by Darwin. The trust balances
are adjusted on & quarterly basis 1o ensure that the assets held in trust are sufficient to meet Darwin's obligations to the
Capitol Companies pertaining to the reinsurance agreements between the Capitol Companies and Darwin. Darwin retains
all investment income earned by the trusts. The investments held in the trusts had & market value of $21719C as of
Oecember 31, 2006 and are included in the total investments on the consolidated balance sheets.

6. DEFERRED INSURANCE ACQUISITION COSTS
An analysis of deferred insurance acquisition costs at December 31, 2006, 2005, and 2004 is as follows:

2006 2005 2004

Balance at beginning of the year $ 7603 $ 5960 $ 2,662
Insurance acquisition costs deferred:

Commissions and brokerage expenses 16,045 10,078 9,410

Other underwriting, acquisition and operating expenses 4,679 3,652 1.878

20,724 13,730 11,288

Amortization of insurance acquisition costs {15,603} 12,087) {7990)

Net change for year 5,121 1,643 3,298

Balance at end of the year $ 12,724 ¥ 7603 $ 5,960
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7. PROPERTY AND CQUIPVIENT, NET
Property and equipment at December 31, 2006 and 2005 consists of the following:

2006 2005

Computer hardware and software $ 2,246 $1.79
Furniture and fixtures 548 438
Leasehold improvements am 250
Property and equipment, at cost 3,095 2,479
Accumulated depreciation {1,200} {599)
Property and equipment, net $ 1,895 $1,880

Depreciation was 3601, $422 and $165 for the years ended December 31, 2006, 2005, and 2004, respectively.

8. LOSS AND LOSS ADJUSTMENT EXPENSE RESERVES
The following table provides a reconciliation of the beginning and ending loss and LAE reserves, net of reinsurance, at
December 31, 2008, 2005, and 2004;

2006 2005 2004
Gross reserves balance at January 1, $138,404 $ 47207 $ 3,485
Less reinsurance recoverables on unpaid losses (51,229} (15,572) (220)
Net reserves balance at January 1, 87,175 31,635 2,495
Add acquired gross reserves - 6,693 -
Less reinsured acquired gross reserves - (6,693} -
Net reserve balance 87175 31,635 2,495
Incurred losses and LAE, net of reinsurance, related to:
Current period 90,879 58,640 . 29,628
Prior pericds {2,260} 34) -
Total incurred 88,619 58,606 29,628
Paid losses and LAE, net of reinsurance, related to:
Current period 2,272 1,284 438
Prior periods 6,231 1,782 50
Tatal paid 8,503 3,066 488
Net reserve baiance at December 31 167,291 87175 31,635
Plus reinsurance recoverables on unpaid losses 96,258 51,229 15,572
Gross reserves balance at December 31 $263,549 $ 138,404 $ 47207

Darwin continually reviews its loss and LAE reserves and the related reinsurance recoverables. Differences between
estimates and ultimate payments are reflected in expense for the period in which the estimates are changed. The actuarial
estimates are based on industry claim experience and our own experience and consider current claim trends and premium
volume, as well as social and ecanomic conditions. While Darwin has recorded its best estimate of loss and LAE reserves
as of December 31, 2006, 2005 and 2004, it is possible these estimates may materially change in the future.

Losses and LAE incurred have increased over the prior years due to the expected losses on the increased premiums
earned, offset by actual and anticipated reinsurance recoveries (including a provision for recoveries on incurred but not
reported losses) on the expecied losses. The increase in gross and net loss and LAE reserves primarily reflects increased
net premiums earned for all lines of business and limited paid loss activity for the current and prior accident years. These
increases are offset by a reduction in prior year losses and LAE incurred of $2,260 for the year ending December 31, 2006
due to net favorable development on loss and LAE reserves recorded for accident years 2004 and 2003. Loss and LAE
emergence on the 2004 and 2003 accident years has been more favorable than anticipated when the original gross and net
loss reserves were established. For the vear ending December 31, 2005, gross reserves also increased due to the acquisi-
tion of Darwin Select. At the time of acquisition, Darwin Select had outstanding gross loss and LAE reserves of $6,693,
that are 100% reinsured by the ‘seller and are callateralized by a trust fund. As of December 31, 2006, $1,529 in gross loss
and LAE reserves pertaining to the seller of Darwin Select remained outstanding. The loss and LAE reserve increases for
2005 are offset by a reduction in prior year losses and LAE incurred of $34 due to net favorable development on loss and
LAE reserves recorded for accident years 2004 and 2003. Loss and LAE emergence on the 2004 and 2003 accident year
has been more favorable than anticipated when the original gross and net loss reserves were established.
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9. INCOMIE TAXES

From its inception, up until the time of its initial public affering on May 19, 2006, Darwin filed a consalidated federal income
tax return with its ultimate parent, Alleghany. Each of the entities included in the consolidated financial stataments was
subject to a tax sharing agreement. The provisions of these agreements required each of the entities (together with the
subsidiaries of that entity) to make payments to its immediate parent for the federal income tax imposed on its taxable
ncome in a manner consistent with filing a separate federal income tax return (but subject to certain limitations that are
applied to the Alleghany consolidated group as a wholel. Darwin is required to file its own consolidated federal income tax
return for the period May 18, 2006 through December 31, 2006 and subsequent pericds. Thus, the tax sharing agreement
between DPUI and Alleghany was cancelled on May 18, 2006. Alieghany has informed the Company that it will include the
Darwin results from January 1, 2006 through May 18, 2006 in the Alleghany December 31, 2006 consolidated tax return.

With respect to the calculaticn of income taxes and the related balance sheet impacts, Darwin has consistently
applied the same palicies throughout 2006 and during each of the tax filing periods noted above. Income taxes are
accounted for under the asset and liability method. Deferred tax assets and liabilities are recognized for the future tax
conseguences attributable to differences between the financial statement carrying amounts of existing assets and liabilities
and their respective tax bases and operating loss and tax credit carry forwards. Deferred tax assets and liabilities are
measured using enacted tax rates expected 1o apply 10 taxable income in the years in which those temporary differences
are expected 10 be recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recog-
nized in the statement of operations in the period that includes the enactment date.

Federal tax payments of $2,707 $3,785, and $2,877 were made by Darwin to Alleghany during 2006, 2005 and 2004,
respectively. Darwin also made federal tax payments of $5,575 to the Internal Revenue Service for the tax period after the
initial public offering during 2008. The Company files separate state franchise and premium tax returns, as applicable. The
components of current and deferred income tax expense (benefit) for the years ended December 31, 2008, 2005 and 2004
are as follows:

2006 2005 2004

Current expense:
Federal expense $ 9,458 $5.017 $ 2,022
State expense 906 772 662
Total current expense 10,364 5,789 2,684

Deferred benefit:
Federal deferred benefit {2,786) (2,967) (2,078)
State deferred benefit (292) (546) 532)
Total deferred benefit {3,078} {3.513) {2,610)
Income tax expense $ 7286 $2276 $ 74

Income tax expense {benefit), as reflected in the statements of operations, differed from the statutory federal income
tax rate for the years ended December 31, 2006, 2005 and 2004 as follows:

2006 2005 2004
Dollars Percent Dollars Percent Dollars Percent

Federal income tax and rate $ 8,138 35.0% $2,004 35.0% $ 43 35.0%
Tax effect of:
Municipal bond income,

net of proration {1,275) (5.5)% (181) (3.0)% (40) {32.4)%
State income taxes,

net of federal effect 399 1.7% 203 3.4% 77 63.1%
Other (11) - 119 2.0% - -
Nondedugctible expenses 35 0.1% 68 1.1% 10 8.3%
Changes in estimate

of future year taxes - - 127 10.51% (17} (13.4)%

Effective income tax and rate $ 7286 31.3% $2,276 38.0% S 7 60.6%
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Deferrad tax assets and liabilities are recognized for the future tax consequences attributable to differences between
the financial statement carrying amount of existing assets and liabilities and their respective tax bases and operating loss
and tax credit carry forwards. Deferred tax assets and liabilities are measured using enacted tax rates expected 1o apply to
1axable income in the years in which those temporary differences are expected to be recovered or settled, The effect on
deferred tax assets and liabilities of a change in tax rates is recognized in income in the pericd that includes the enactment
date. Significant components of the deferred tax assets and liabilities at December 31, 2006 and December 31, 2005 are
as follows:

2006 2005

Deferred tax assets:
Discounting of loss and LAE reserves $ 6,736 $ 4,144,
Unearned premium reserves 5,842 4022
Accrued expenses : 1,192 880
Stock-based compensation expenses 392 -
Allowance for doubtful accounts 30 20
Other 46 51
Net operating losses, recoverable from Alleghany - 142
Net unrealized losses on investment securities - 23

Total deferred tax assets 14,238 9,282
Deferred tax liabilities:
Deferred insurance acquisition costs 4,274 2,34
Tax depreciation adjustment 253 452
Purchase licensas and fees 383 21N
Net unrealized gains on investment securities 608 -

Total deferred tax liabllities 5,518 3,004

Net deferred tax $ 8,720 $ 6,278

At December 31, 2005, $142 of Darwin's total deferred tax asset was due to net operating losses created on a
separate return basis consistent with the tax sharing agreements. The Company utilized all of these nat operating losses
to reduce the liability of the entities included in the consolidated financial statements to Alleghany for federal income tax
on the Company’s taxable income for periods prior to the initial public offering. The Company did not have any deferred
tax asset due to net operating losses as of December 31, 20086.

Darwin regularly assesses the recoverability of its deferred tax assets. A valuation allowance is provided when it is
more likely than not that some portion of the deferred tax asset will not be realized. In assessing the recoverability of
deferred tax assets, management considers whather it is more likely than not that some portion or al! of the deferred tax
assets will not be realized. The ultimate realization of deferred tax assets is dependent upon the generation of future taxable
income during the periods in which those temporary differences become deductible. Management considers the scheduled
reversal of deferred tax lLabilities, projected future taxable income, and tax planning strategies in making this assessment.
Based on the Company’s assessments of recoverability, Darwin did not recognize any valuation aliowance during fiscal years
ended December 31, 2008, 2005, and 2004.

10. PREFZRRED STOCK

In 2003, in connection with the formation of the Comparny, DPUI entered into a subscription agreement with AIHL, whereby
AIHL agreed to purchase up to 400,000 shares of Series A Preferred Stock of DPUI for total proceeds of $8,000. At
Decemnber 31, 2005, 105,300 shares of Series A Preferred Stock had been issued. Effective as of January 1, 2008, the
6,600,000 shares of common stock of DPUI held by AIHL were exchanged for 9,560 additional shares of Series A Preferrad
Stock of DPUI, increasing the total shares of Series A Preferred Stock issued and outstanding to 114,860 with an aggregate
liquidation preference of $2,297 The additicnal number of shares of Series A Preferred Stock issued was determined on the
basis of the December 31, 2005 book value of shares of common stock of CPUI held by AIHL. The shares of Series A
Preferred Stock were conditionally redeemable for cash and, in accordance with Emerging Issues Task Force {EITF) Abstract
D-98: Classification and Measurement of Redeemable Securities {EITF D-98), were classified outside of permanent equity
as of December 31, 2005, All outstanding shares of Series A Preferred Stock were redeemed in connection with the initial
public offering.

In connection with the Company’s recrganization as of January 1, 2006, the shares of common stock of Darwin
Group held by AlHL were exchanged for 197178 shares of Series B Convertible Preferred Stock of DPUI {the parent
company after the reorganization}. The total number of shares of Serfes B Convertible Preferred Stock issued was deter-
mined on the basis of the December 31, 2005 book value of the shares of common stock of Darwin Group held by ATHL.

On April 1, 2006, the Company declared a dividend of $2,465, calculated at 5.0% of the liquidation preference of the
Series B Convertible Preferred Stock, in the form of Series C Preferred Stock to the holders of Series B Preferred Stock.
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In connection with the Company's initial public offering on May 19, 2006, the net proceeds of $86,288 were utilized to
redeem ail of the shares of Series A Preferred Stock at the aggragate liquidation preference of $2,297 and all of the shares
of Series C Preferred Stock outstanding at the aggregate liguidation preference of $2,465 and to redeem 5,478,904 shares
of the Series B Convertible Preferred Stock at a redemption price per share, en an as-converted basis, egual to the public
offering price less underwriting costs. The remaining outstanding shares cf the Series B Convertible Preferred Stock were
converted into 8,371,096 shares of common stock. With the redemption or conversion of all the shares of Series A
Preferred Stock, Series B Convertible Preferred Stock and Series C Preferred Stock, no additional dividends are required or
payable. In August 2006, the Company retired and eliminated the autharization of the Series A, Series B and Series C
Preferred Stocks.

The follawing table provides for each series of preferred stock a reconciliation of the beginning and ending balances at
December 31, 2006, 2005, and 2004:

2006 2005 2004

Series A Preferred Stock:

Balance at beginning of year $ 2,106 $2,106 $2.106
Exchange of common stock for Series A Preferred Stock 191 - -
Redemption of Series A Preferred Stock {2,297) - -

Balance at end of year $ - $2.106 $2,106

Series B Convertible Preferred Stock;

Balance at beginning of year $ - $ - $ -
Exchange Darwin Group, Inc. common stock

for Series B Convertible Preferred Stock 197,178 - -
Redemption of Series B Convertible Preferred Stock (81,526) - -
Conversion of Series B Convertible Preferred Stock to common stock (115,652) - -

Balance at end of year $ - 3 - $ -

Series C Preferred Stock:

Balance at beginning of year $ - 5 - $ -
Issuance of Series C Preferred Stock 2,465 - -
Redemption of Series C Preferred Stock (2,465} - -

Balance at end of year $ - 3 - $ -

- In May 2006, the Company’s Certificate of Incorporation was amended to authorize 10,000,000 shares of preferred
stock, none of which have been issued. Board of Directors authorization is required for any issuance of these preferred shares.

11. CAPITAL STOCK
The Company’s registration statement filed with the Securities and Exchange Commission for the purpose of making an
initial public offering of common stock was effective on May 18, 2006 for the issuance of 5,217391 shares of common
stock at an initial offering price of $16.00 per share. Subsequently, the underwriters of the initial public offering exercised
their overallotment option in which an additional 782,609 shares of common stock were issued at the $16.00 initial public
offering price. Gross proceeds from the sale of the 6,000,000 shares of common stock were $96,000. Total costs associated
with the initiat public offering included $6,720 of underwriting costs and $2,992 of offering expenses. Net proceeds from
the offering, including the overallotment option, after deducting underwnting costs and offering expenses were $86,288.
The net proceeds from the offering were used to redeem all of the shares of Series A Preferred Stock at the aggregate
liquidation preference of $2,297 and all of the shares of Series € Convertible Preferred Stock at the aggregate liquidation
preference of $2,465. The remaining proceeds of $81,526 were used to redeem a portion of the shares of Series B
Corwvertible Preferred Stock at a redemption price per share, on an as-converted basis, equal to the public offering price
less underwriting costs ($14.88 per share) or 5,478,904 shares of common stock on an as-converted basis. The remaining
outstanding shares of the Series B Convertible Preferred Stock were converted into 9,371,096 shares of common stock.
As a result of the foregoing, the net proceeds of the offering were used to reduce Alleghany's ownership in the Company
10 approximately 55%.

12. SHARE-BASED COMPENSATION
The Company has four share-based payment plans for employees and non-employee directors: the 2003 Restricted Stock
Pian {as amended November 2005}, the 2006 Stock Incentive Plan, the 2006 Employees” Restricted Stock Plan and the
2006 Stock and Unit Plan for Nonemployee Directors (Directors Plan}, which are described below.

The Company granted shares under the plans at the time of the initial public offering on May 19, 2006, and has
recorded for the year ended December 31, 2006 total share-based compensation expense of $984. During the period,
a deferred tax benefit of $392 related to the stock-based compensation expense was recorded. DPUI did not incur any
stock-based compensation expense for the years ended December 31, 2005 and 2004.
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(a) 2003 Restricted Stock Plan

The 2003 Restricted Stock Plan was adopted in July 2003 and was amended and restated in November 2005. The plan is
intended to provide a means to attract, retain and motivate key employees with the granting of restricted stock. A maximum
of 1,650,000 shares of common stock were reserved for issuance under the 2003 Restricted Stock Plan. The terms for
awards of 1,546,875 restricted shares provide for vesting over a fouryear period from the date of grant, with 50% of the
restricted shares vesting on the third anniversary of the date of grant and the remaining 50% of the restricted shares
vesting cn the fourth anniversary of the date of grant, The terms for awards of the remaining 103,125 restricted shares
provide for vesting over a three year period from the date of grant, with 50% of the restricted shares vesting on the second
anniversary of the date of grant and the remaining 50% of the restricted shares vesting on the third anniversary of the date
of grant. The total fair value of the shares when granted in 2003 was $9, which was equal to the par value of the shares at
the date of grant.

In connection with the granting of restricted shares at the time of the initial public offering in May 2006, certain of
the recipients received an additional cash payment calculated as a tax equalization payment {"tax gross up”). This tax gross
up was paid to provide the recipients with a reduction in total tax expenses incurred or to be incurrad in connection with
the restricted share awards. The total amount of the tax gross up of $450 was expensed in May 2008, the period it was
incurred and paid. The stock compensation expense for the restricted shares is based on the fair value when granted and is
recognized ratably over the vesting period. For the year ended Becember 31, 2006, the Company's stock-based compensa-
tion expense for the 2003 Restricted Stock Plan was $444. The Company recorded $302 in additional paid-in capital for the
excess tax benefit realized on the restricted stock shares vested.

Urnvested 2003 Restricted Stock Plan grants outstanding at December 31, 2006, 2005, and 2004 and activity for the
vears are as follows:

Year ended December 31,

2006 2005 2004

Unvested restricted shares outstanding at beginning of year 1,505,625 1,546,875 1,588,125
Granted 144,375 - -
Vested (752,812) - -
Forfeited - (41,250) {41,250}
Unvested restricted shares at end of year 897,188 1,505,625 1,546,875

Of the 897188 unvested restricted shares outsténding at Decernber 31, 2008, 752,813 shares are scheduled to
vest in 2007 51.563 shares are scheduled to vest in 2008, 72,187 shares are schedulad to vest in 2008, and 20,625 are
scheduled to vest in 2009,

{b) 2006 Stock Incentive Plan

The 2006 Stock 'ncentive Plan permits the Company to award a broad range of equity-based incentive compensation to
key employess, including the types cornmonly known as restricted stock, stock options, stock appreciation rights and per-
formance units, as well as any other types of equity-based incentive compensation awards. Under the terms of the plan,
the exercise price of options and stock appreciation rights cannot be less than the fair market value of the common stock at
the time of grant, and the term of options, stock appreciation rights and cther awards under the 2006 Stock Incentive Plan
cannot exceed ten years. In addition, the plan permits the award of cash payments as a part of, or in addition tc, an equity-
based award, A maximum of 850,000 shares of common stock may be issued 1o participants under the plan, up to a maxi-
mum of 127500 shares of common stock granted to any individual participant in any calendar year, subject to anti-dilution
and other adjustments in the case of certain events specified in the plan, The 2006 Stock Incentive Plan was adepted by
the Board of Directors on May 17, 2006 and is subject to approval of the stockholders at the first annual meeting of share-
holders following the initial public offering. If the shareholders do not approve the 2006 Stock Incentive Plan, the plan will
terminate and all awards theretofore granted will be cancelled.

At the time of its initial public offering, the Company granted, under the terms of the 2006 Stock Incentive Plan,
non-gualified stock options to purchase 170,080 shares of common stock to ceriain key employees at a price of $16.00 per
share, the initial public offering price, The options are exercisable for ten years from the date cf grant and vest at an annual
rate of 26% on each anniversary of the grant date, provided that the option holder is still employed by DPUL The fair value
of the option grant was estimated at $6.64 per share on the date of the grant using the Black-Scholes option pricing model.
The expected term is based on the vesting period “simplified” method or 6.25 years. The stock price volatility for the award
was 30.4%, an estimate based on the average stock price volatility data for the expected term for similar property and
casualty companies. The risk-free interest rate assumption is based on the 6.25 year U.5. Treasury note for the expected
term, which was 5.18%. The Company does not anticipate paying dividends for any of the years.

Under the 2006 Stock Incentive Plan, on November 20, 20086, 4,816 restricted shares were granted to certain employ-
ges at a fair market value of $22.69 per share, the previous trading day closing price. The terms for the awards provide for
vesting over a fouryear period from the date of grant, with 50% of the restricted shares vesting on the third anniversary of
the date of grant and the remaining 50% of the restricted shares vesting on the fourth anniversary of the date of grant.

61




Notes to Consolidated Financial Statements
Far the years ended December 31, 2006, 2005 and 2004 (Dollars in thausards. except per share amounts)

The Darwin 2006 Stock Incentive Plan stock option and restricted stock activity for the year ended December 31,
2006 and related outstanding shares at December 31, 2006 and 2005 are as follows:

Year ended December 31, 2006

Stock Options Restriced Stock
Weighted- Weighted-
Average Average
Exercise Vesting
Shares Price Shares Value

Qutstanding at beginning of year - -

Granted 170,060 $16.00 4,816 $22.69
Exercised or vested - ~ - -
Forfeited {6,054} $16.00 - -
Qutstanding at end of year 164,006 $16.00 4,816 $22.69

For the stock options, the compensation expense is based on the fair value at grant and is recognized on a straight
line basis over the vesting period. The Company’s compensation expense for the options was $169 for the year ended
December 31, 2006. As of December 31, 2006, 164,006 options were outstanding with a weighted-average remaining
contractual life of 8.4 years, the weighted average exercise price was $16.00 and none of the options were exercisable.

For the restricted stock, the Company’s compensation expense for the restricted shares was $3 for the year ended
December 31, 2006. As of December 31, 2008, 4,816 shares were outstanding and none were vested.

{c) 2006 Employees’ Restricted Stock Plan

The 2006 Employees’ Restricted Stock Plan, was adopted by the Board of Directors on May 17 2006 to provide an oppor-
tunity for all employees of Darwin at the time of the initial public offering to be owners of common stock of Darwin. The
Cormpany granted an aggregate of 9,000 restricted shares of common stack under the 2006 Employees’ Restricted Stock
Plan to employees who are not executive officers based upon the employee’s length of service with the Company. The
restricted shares had a fair value of $16.00 per share, the initial public offering price. No additional awards will be made
under the 2006 Employees’ Restricted Stock Plan. Under the terms of the 2006 Employees’ Restricted Stock Plan, each
grant of restricted stock will be forfeited if the employee’s employment with the Company is terminated before the third
anniversary of the date of grant for any reascn other than death or disability, and during that period, the restricted shares
may not be sold, assigned, pledged or transferrec to any person. The related stock based compensation expense is based
on the fair value of the restricted shares when granted and is recognized ratably over the three year vesting period. For
the year ended Dacember 31, 2006, Company's stock based compensation expense for the plan was $29 and 190 shares
were forfeited, As of December 31, 20086, 8,810 restricted shares were outstanding under the plan.

(d} Directors Plan

The Directors Plan for non-employee directors idefined as a director who is not either an employee of the Company or an
employee of any of our affiliates including Alleghany) is designed to align their interest with the stockholders® interest through
equity-based incentive compensation, including restricted stock and share unit accumulation. The Directors Plan provides for
a maximum of 130,000 shares of common stock that may be issued to participants under the plan. As of Decemnber 31,
2008, the Company has made one restricted stock share award and one share unit award to non-employee directors.

Initial Public Offering Restricted Stock Grant — In connection with the Company’s initial public offering, each non-employee
director received a grant of 2,500 restricted shares of common stock based upon the initial public offering price of $16.00
per share upoan the completion of the offering. The restricted stock vests at the time of the Company's next annual meeting
of stockholders and will be forfeited if the non-employee directer resigns from the Board of Directors prior to the first
meeting of the Board of Directors following the anniversary of the date of grant of the restricted common stock, uniess
and to the extent that the vesting of shares of such restricted stock is accelerated upon determination of the Board of
Dirrectors. The directors’ compensation expense is based cn the fair value of $16.00 per share and is being recognized on
a straight line basis over an estimated twelve month vesting period from the Company’s initial public offering cn May 19,
2008. There was no forfeiture or vesting of shares during the year ending Decermber 31, 2006. The directors' compensation
expense for the restricted shares was $124 for the year ended December 37, 2006. As of December 31, 2006, 12,500
restricted shares were outstanding under the Directors Plan,

Annual Non-Employee Directors Share Unit Award — Annually, Darwin pays its non-employee directors board and
committge fees in connection with their services to the Company. A minimum of 50% of all fees earned by a non-employee
director are paid through the issuance of a number of share units which is equal to the number of shares of our cormmaon
stock that could have been purchased with such fees, based upon the initial public offering price of $16.00 per share, in the
case of the first determination of unit shares, and thereafter, based upon the closing price of the shares of common stock
on the day after the annual meeting of stockholders, The share units are earned on a pio rata basis over the twelve month
period between annual meetings. In addition to the 50% mandatory conversion, each nen-employee director may elect
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0./ 15 shdre unis were granted. (he directors’ fee expense for the share units is recognized as earned. As of December
31, 2008, 11,146 share units were deemed sarned by the directors, resulting in directors’ fee expense to Darwin of $215
for the year ended December 31, 20086,

13. EARNINGS PER SHARE ) .

Net income available for common stockholders used in the year ended December 31, 2006 calculation of basic earnings
per share reflects a reduction for $2,465 in dividends declsred and paid in Series C Preferred Stock. The dividend has been
added back for the year ended December 31, 2006 calculation of diluted earnings per share.

The weighted average common shares outstanding for the basic earnings per share reflects no commaon shares
outstanding from January 1, 2006 to May 19, 2008, as all of the shares of common stack outstanding during that period
were unvested restricted stock. The weighted average common shares outstanding for basic earnings per share for the
year ended December 31, 2006 reflects the issuance of 6,000,000 common shares in connection with the Company’s initial
public offering and the conversion of the Series B Convertible Preferred Stock to 9,371,096 cammon shares on May 19,
2006. The weighted average cormnmon shares outstanding for basic earnings per share also reflect the vesting of 732,188
and 20,624 shares of restricted stock on July 28, 2006 and December 8, 2008, respectively.

The diluted earnings per share calculation for the year ended December 31, 2006 assumes the conversion of the
Series B Convertible Preferred Stock into 14,850,000 shares of common stock for the period from January 1, 2006 to
May 19, 20086, the date of the Company's initial public offering, and it reflects the actual shares cutstanding, thereafter.
The diluted earnings per share calculation for the year ended December 31, 2006 also assurnes the ditutive effect of the
cutstanding unvested restricted stock, options and share units.

Year Ended December 31,

2006 2005 2004
Net earnings . $ 15,965 $ 3,707 § 48
Less dividend declared and paid on Series B Conwertible Preferred Stack (2,465) - -
Net earnings — numerator for basic earnings per share 13,500 3,707 48
Add dividend declared and paid on Series B Convertible Preferred Stock 2,465 - -
Net earnings — numerator for diluted earnings per share $15,965 $ 3,707 $ 48
Weighted average cornmon shares outstanding —
denominator for basic earnings per share ' 9,770,268 6,600,000 6,600,000
Effect of dilutive securities:
Series B Convertible Preferred Stack 5,711,538 - -
Restncted stock 1,297,056 1,519,370 1,567500
Share units 6,859 - -
Weighted average commen shares outstanding ~
denominator for diluted earnings per share 16,785,721 8,119,370 8,167500
Basic earnings per share $ 138 $ 056 £ 0.01
Diluted earnings per share $ 095 $ 046 $om

Year to date quarterly weighted average shares for options of 23,150 for the year ended December 31, 2006 not included
in the computation of diluted earnings per share because the impact was anti-dilutive to the earnings per share calculation.
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Notes to Consalidated Financial Statements
For the years ended December 31, 2006, 2005 and 2004 (Daliars in thausands, except per share amounts)

Year Ended December at,

2006 2005 2004

Gross premiums written:
Directors and Officers $ 40,626 $ 32,926 $ 24,453
Errors and Omissions 111,039 58,867 36,712
Medical Malpractice Liabitity 94,587 74,031 39,290
Total . $ 246,252 $165,824 3 100,455

Gross premiums earned:
Directors and Officers $ 37993 $ 28444 $ 18,037
Errors and Omissions 87,805 46,231 25,527
Medical Malpractice Liability 84,937 57,145 21,408
Total $210,735 $131,820 $ 64972

22. STATUTORY REPORTING

Sefect was $183,921 and $173,583 at December 31, 2006 and 2005, respectively. For the years ending December 31,
2006, 2005, and 2004, the combined statutory net income (loss) of DNA and Darwin Select was $8.667 ($20,705), and
($1,098), respectively.

State insurance laws restrict the ability of our insurance company subsidiaries 1o declare dividends. Stata insurance
regulators require insurance companies to maintain specified levels of statutory capital and surplus. Generally, dividends
may only be paid out of earned surplus, and the amount of an insurer's surplus following payment of any dividends must be
reasonable in relation to the insurers outstanding liabilities and adequate to meet its financial needs. Further, prior approval
of the insurance department of its state of domicile is required hefore sither of our insurance company subsidiaries can
declare and pay an “extraordinary dividend” to us,
as any dividend or distribution, the fair market value of which, together with that of other dividends or distributions made
within the preceding 12 months, exceeds the greater of (i) 10% of statutory surplus as of the prior yearend or i) Sstatutory
net income less realized capital gains for such prior year, until thirty days after the Insurance Commissionar of the State of
Delaware (“Delaware Commissioner”) has received notice of such dividend and has either {il not disapproved such dividend
within such thirty day period or {ii} approved such dividends within such thirty day period. In addition, DNA must provide

Commissioner, DNA did rnot pay eny dividends in 2006 or 2005. See Note 125), Subsequent Events.

Darwin Select is domiciled in Arkansas. Under Arkansas law, Darwin Select may not pay an “extraordinary” dividend,
which is defined as any dividend or distribution, the fair market value of which, together with that of other dividends or dis-
tributions made within the preceding 12 months, exceeds the greater of {il 10% of statutory surplus as of the prior yearend
or (i) statutery net income less realized capital gains for such prior year, until thirty days after the Insurance Commissioner
of the State of Arkansas (“Arkansas Commissioner”) has received notice of such dividend and has either {i} not disapproved
such dividend within such thirty day period or (i} approved such dividends within such thirty day period. in addition, Darwin
Select must provide notice 1o the Arkansas Commissioner of all dividends and other distributions to shareholders within
fifteen business days after the declaration thereof. Darwin Select could pay approximately $2,274 in dividends to DNA in
2007 without prior approval of the Commissioner. DNA would not be permitted to dividend this amount to DPUI without
prior approval of the Delaware Insurance Commissioner. Darwin Select did not pay any dividends in 2006 or 2005,

[11:]




Notes to Consolidated Financial Statements
For the years ended December 31, 2006, 2005 and 2004 [Doltars in thausands, except per share amounts)

23. COMIMITIMMENTS AND CONTINGENCIES
Darwin leases its office space. The lease is non-cancelable and expires Decemnber 31, 2011, Darwin also leases certain
office equipment, including copiers, postage machines, and fax machines under operating leases with initial lease terms
greater than one year.

At December 31, 2006, the future minimum lease payments during each of the next five years are as follows:

Fiscal year ending:

2007 $ 613
2008 737
2009 ' 747
200 741
20mM 613
2012 and thereafter -
Total for all future years : $ 3,451

The total rent expense for operating leases for the years ended December 31, 2008, 2005, and 2004 were $654,
$635, and $195, respectively.

Darwin is subject to routing legal proceedings in the normal course of operating our business. The Company is not
involved in any legal proceeding which could reasonably be expected to have a material adverse effect on its business,
results of operations or financial condition.

24, STLECT=ZD QUARTEZRLY FINANCIAL DATA (UNAUDITED)
The following are summaries of the unaudited quarterly results of operations for 2006 and 2005:

2006 Quarters Total

First Second Third Fourth 2006 Year

Net earned premiums $27.304 $31,954 $34,971 $ 38,149 $132,378

Net investment income 3,360 3,763 4,512 4,807 16,442

Realized investment gains (losses) {10) {3} {11} 36 12

Total revenues $ 30,654 $35,714 $39,472 $ 42,992 $148,832

Net earnings $ 2,788 $ 3,377 $ 4,006 $ 5794 $ 15,965
Earnings per share:

Basic $ - $ 013 $ 025 A$ 0.36 $ 1.38

Diluted $ 017 $ 0.10 $ 023 $ 034 $ 0.95

The accumulated basic eamings per share by guarter will not equal the total 2006 year amount as the Company had
no common shares outstanding from January 1, 2006 to May 19, 2006 (the date of the Company’s initial public offering)
due to the Company’s exchange of its common stock for Series B Convertible Preferred Stock on January 1, 2006 and the
subsequent conversion of the preferred stock to common stock at the time of the initial public offering. The accumulated
diluted earnings per share by quarter will not equal the total 2006 year amount due to the anti-dilutive effect of the preferred
stock dividend in the second quarter ended June 30, 2006 and to rounding.
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Notes to Consolidated Financial Statements
For the years ended December 31, 2006, 2005 and 2004 {Doilars in thousands, except per share amaunts)

2005 Quarters Total
First Second Third Fourth 20065 Year
Net earned premiums $18,744 $19,9456 $21,948 $24,061 $ 84,698
Net investment income 632 9N 1,197 2,160 4,920
Realized investment gains {losses) (60) - - {116} (176}
Other income — - - 14 14
Total revenues $19,316 $20,876 $ 23,145 $ 26,119 $ 89,456
Net earnings $ 424 $ 638 $ 862 $ 1,783 $ 3,707
Earnings per share:
Basic $ 005 $ 010 $ 013 $ 027 $ 056
Diluted $ 003 $ 008 $ On $ 0.22 $ 046

The accumulated basic and diluted earnings per share by quarter will not equal the total 2005 year amounts due 10
rounding,

25. SUBSEQUENT EVENTS
On January 29, 2007 Darwin signed a commitment letter with JP Morgan Securities for a $25,000 revolving credit facility.
The credit facility is for a three year term and allows Darwin to draw down up to $25,000 for general corporate purpcses
and for use in strategic merger and acquisition transactions. The cost of funds drawn down would be at an annual interest
rate of LIBOR + 112.5 basis points. The credit facility also has a3 commitment fee of 0.25% per annum for any unused por-
tion of the facility. The credit facility contains certain covenants requiring DPUI to maintain a 2.0 debt interest coverage ratio,
a maximum ratio of net premiums written to surplus of 2.0 t¢ 1.0 and a covenant limiting DPUI's debt to total capital ratio to
35%, and a covenant prohibiting the payment of dividends on its equity securities. Darwin must also have a minimum net
worth equal to 80% of year end December 31, 2006 GAAP net worth plus an amount equal to 50% of subsequent earned
profits. The credit facility is collateralized by the stock of DNA. We expect 1o sign definitive agreements for this credit facility
during the first quarter of 2007

On January 30, 2007 the Company’s insurance subsidiary DNA applied to the Delaware Insurance Commissioner for
approval of an extraordinary dividend of $3,500. DNA anticipates a final determination cn the payment of the extraordinary
dividend from the Delaware Insurance Commissioner during the first guarter of 2007
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Financial Statement Schedules

SCHEDULEL
Summary of Investments Other Than Investments in Related Parties
Amount
at Which
Shown in
the Balance
For the year ended December 31, 2006 (Dollars in thausands} Cost Fair Value Sheet
Type of Investment
Fixed maturities:
U.5. Government bonds $ 22,349 $ 22,239 $ 22,239
State and municipal bonds 127960 129,743 129,743
Mortgage/asset-backed securities 106,473 106,615 106,615
Corporate bonds and notes 71419 71,249 71,249
Total fixed maturities 328,201 329,846 329,846
Short-term Investments 69,537 69,537 69,537
Total Investments $ 397,738 $ 399,383 $ 399,383
SCHEDULELDL
Condensed Batance Sheets of the Registrant
For the years ended December 31, 2006 and 2005 {Dol*ars in thousands) 2006 2005
Assets
Cash $ 19,190 $ 10,914
Premiums receivable (net of aliowance for doubtful accounts of $75
as of December 31, 2006 and $50 as of December 31, 2005) 10,592 12,194
Property and equipment at cost, less accumulated depreciation 1,895 1,880
Other assets 18,769 . 16,163
Investment in subsidiaries 213,959 197178
Total assets $ 264,405 $ 238,329
Liabilities and stocikholders’ equity
Payable to insurance companies $ 40,084 $ 34,163
Other liabllities 6,471 4,643
Total liabilities 46,555 38,836
Series A Preferred Stock - 2,106
Stockholders’ equity 217,850 197417
Total liabilities and stockholders’ equity $ 264,405 $ 238,329

These financial statements include the accounts of DPU and, on an equity basis, its insurance subsidiaries and should be read in conjunction with the
consolidated financial statements and notes thersto.




SCHEDULE Il {continued}
Condensed Statement of Operations of the Registrant

For the years ended December 31, 2006, 2005 and 2004 (Dollars in thausands} 2006 2005 2004
Revenues:;
Net commission revenue $ 33,838 $ 28,394 $ 20,140
Net investment income 502 340 47
Net realized investment gains - - 1
Other income - 14 -
Total revenues 34,340 28,748 20,188
Costs and Expenses:
Commissions and brokerage expenses 11,534 11,984 6.997
Other underwriting, acquisition and aperating expenses 21,423 13,992 9,700
Other expenses 750 1,103 843
Total costs and expenses 33,707 27079 17540
Operating earnings 633 1,669 2,648
Equity in earnings of consclidated subsidiaries 22,618 4,314 (2,526)
Earnings from continuing operations, before income taxes 23,251 5,983 122
Income tax expense 7,286 2,276 74
Net earnings $ 15,965 $ 3707 3 48

These financial statements include the accounts of DPUI and, on an equity basis, its insurance subsidiaries and should be read in conjunction with the

consolidated financial statements and notes thereto.
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SCHEDULE !l {continued)
Condensed Statements of Cash Flows of the Registrant

For the vears ended December 31, 2006, 2005 and 2004 (Dollars in thousands) 2006 2005 2004
Cash flows provided by {used for] operating activities:
Net earnings $ 15,965 $ 3,707 $ 48
Adjustrments to reconcile net earnings to net cash
provided by (used for) operating activities:
Equity in undistributed net {earnings) losses of consolidated subsidiaries {15,744} (2,758) 1,649
Stock-based compensation 984 - -
Depreciation and amortization 601 422 165
Gain on the sale of fixed assets - (14) -
Premiurmns receivable 1,602 (18) (5,928}
Other assets (2,567) (6.979) (5,204)
Payable to insurance companies 5921 5,239 13,868
Accrued expenses and other liabilities 1,828 1,243 1,760
Net cash provided by {used for} operating activities (7.375) (2,865) 6,210
Cash flows provided by {used for) investing activities:
Purchases of fixed assets {616) (1,292) {1,020
Proceeds from sales of fixed assets - 26 -
Net cash used for investing activities {616) (1,266) {1,020
Cash flows provided by {used for) financing activities:
Proceeds from issuance of common stock 96,000 - -
Issuance costs (9,712) - -
Redemption of Series A Preferred Stock (2,297) - -
Payment of Series C Preferred Stock (2,465) - -
Redemption of Series B Convertible Preferred Stock {81,526) - -
Tax benefit on restricted stock vested 302 - -
Net cash provided by financing activities 302 - -
Net increase (decrease) in cash 8,276 (424) 5,238
Cash, beginning of period 10,914 11,338 6,100
Cash, end of period $ 19,190 $10,914 $11,338
Supplemental disclosures of cash fiow information:
Cash paid for federal and state income taxes $ 5,874 $ 4,572 $ 2,930

These financial statements include the accounts of DPUI and, on an equity basis, its insurance subsidiaries and should be read in conjunction with the

consolidated financia! statements and notes thereto.
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SCHEDULE il
Supplementary Insurance Information

{Dollars in thousands) 2006 2005 2004

Line of Business: Property and Casualty Insurance

At December 31,
Deferred policy acquisition costs $ 12,724 $ 7603 $ 5,960
Future policy benefits, losses, claims and loss expenses 263,549 138,404 47207
Gross unearned premiums 123,796 88,280 54,274
Other policy claims and benefits payable - - -
Amortization of deferred policy acquisition costs 15,603 12,087 7990
Other operating expenses 6,000 2,487 2,231
Commissions and brokerage expenses 14,609 9,191 6,167
Net premiums written 152,004 100,650 70,500

For theYears Ended December 31,
Net earned premiums $132,378 $ 84,698 $ 46,092
Net investment income 16,442 4,920 949
Benefits, claims, losses and settlement expenses 88,619 58,606 29,628

SCHEDULE IV

Reinsurance

For the years endad December 31, 2006, 2005 and 2004 {Dollars in thousands} 2006 2005 2004

Line of Business: Property and Casualty Insurance

Gross amount $ 245,539 $166,481 $100,059

Ceded to other companies 89,248 65,174 29,955

Assumed from other companies 713 343 396

Net amount 157,004 100,650 70,500

Percentage of amount assumed to net 0.5% 0.3% 0.6%

SCHEDULEYV

Valuation and Qualifying Accounts

{Dollars in thousands) 2006 2005 2004

Allowance for Uncollectible Reinsurance

Balance at January 1, 5 - $ - 5 -

Charged to costs and expenses - - -

Charged to other accounts - - -

Deductions (describe) - - -

Balance at December 31, - - -

Allowance for Uncollectible Premiums

Balance at January 1, $ 50 $50 $ -

Charged to costs and expenses 25 - 50

Charged to other accounts - - -

Deductions (describe) - - -

Balance at December 31, 75 50 50




SCHEDULEV]

Supplementary Information Concerning Insurance Operations

{Dollars in thousands) 2006 2005 2004
Line of Business: Property and Casualty Insurance
At December 31,
Deferred policy acquisition costs $ 12,724 § 7603 § 5,960
Reserves for unpaid claims and claim adjustment expenses 263,549 138,404 47207
Discount, if any, deducted in reserves for unpaid claims
and claim adjustment expenses - - -
Gross unearned premiums 123,796 88,280 54,274
Claims and claims adjustment expenses related to:
Current year 90,879 58,640 29,628
Prior year {2,260} {34) -
Amortization of deferred policy acguisition costs 15,603 12,087 7990
Paid claims and claim adjustment expenses . 8,503 3,066 488
Net premiums written 157,004 100,650 70,500
For the Years Ended December 31,
Net earned premiums $ 132,378 $§ 84,698 § 46,092
Net investment income 16,442 4,920 949
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Senior Management

Robert Asensic

Technology

Bob has nearly 20 years of experience in technology management
and systems integration. Prior to joining Darwin, Bob spent 13
years with Chubb Specialty Insurance {formerly Executive Risk)
with primary responsibility for developing and managing under-
writing, rating and policy administration systems. Previously, Bob
spent five years with Linc Systems.

Paul Martin Fcas,mAaaa

Actuarial

Paul formerly was senior vice president, product development

at XL Vianet and previcusly held positions at Milliman, Inc. and
USF&G. Paul has 25 years of experience in the insurance industry
and is a Fellow of the Casualty Actuarial Society and Member of
the American Academy of Actuaries.

David Newman

Underwriting

David has almost 30 years of experience in nearly all sectors
of the insurance market, with particular emphasis on specialty
lines, Prior to joining Darwin, David spent mare than 25 years
warking in the Lloyd's market in a variety of underwriting and
management roles.

Board of Directors

R. Bruce Albro + %

Consultant (Investment and Financial Services)
Former Vice Prasident-Portfolio Client Strategy
Gen Re-New England Asset Management

Phillip N. Ben-2vi +

Consultant {Insurance and Financial Services)
Former Partner

PricewaterhouseCoopers LLFP

Christopher I{. Dalrymple

Vice President, Associate General Counsel
and Assistant Secretary

Alleghany Corporation

WWeston M. Hicks + =
- Prasident and Chief Executive Officer
Alleghany Corporation

William C. Popilk, MD +
Chief Medical Officer
LifeMasters Supported Seifcare, Inc.

Paul Romano

Underwriting

Paul has nearly 25 vears of experience underwriting and super-
vising health and managed care insurance business. Prior to
joining Darwin, Paul had led the Health Care Underwriting
Dwision of Chubb Specialty Insurance {formerly Executive Risk)
since 1996. Previously, he was with Aetna for 15 years in the
group insurance and managed care businesses.

Marlk Rosen

Claims/Legal

Mark has mere than 25 years of legal experience and formerly
served as chief legal officer and head of claims at Executive Risk.
He was also a feunding partner of White Mountain Insurance
Group's professional liability facility, OneBeacon Professional
Partners. Mark was deputy general counsel at the FDIC during
the savings and loan crisis in the late 1980s.

Jacl Sennott -

Finance

Jack has almost 20 years of financial experience in the insurance
and financial services industries. Prior to jeining Darwin, Jack
was principal of Beacon Advisers, s mergers and acquisitions
firm, and formerly was the controller of Executive Risk, where
he was responsible for all corporate accounting and financial
reporting functions.

Stephen Sills

Founder

An expert in specialty liability insurance, Stephen originated
Darwin in 2003. Founder and former CEQ of Executive Risk,
Stephen has more than 25 years of insurance industry experience.

George M. Reider, Jr. +
Consultant {Insurance)

Former Insurance Commissioner
State of Connecticut

Jack Sennott %
Senior Vice President and Chief Financial Officer

" Darwin Professional Underwriters, Inc.

Stephen Sills
President and Chief Executive Officer
Carwin Professional Underwriters, Inc.

James P. Slattery
Senior Vice President, Insurance
Alleghany Corporation

Irving B. Yoskowitz «
Executive Vice President and General Counsel
Constellation Energy

+ Audit Committee
+ Compensation Comrmitiee
% Finance and Investment Committee




Corporate Information

SO otatcage adqliakichs)

Darwin Professional Underwriters, Inc,
9 Farm Sgrings Road

Farmington, CT 06032

v 860 284 1300

e info@darwinpro.com

Q7 e maEEE;

Corporate, preduct and investor information, including corporate
governance documents, news releases, financial filings and stock
quotes, are available at our web site: www.darwinpro.com

Rinancialnfommation

A copy of the cormpany’s 2006 Annug! Report on Form 10-K
will be furnished upon written request, without charge, 10 any
person receiving a groxy solicitation. Requests may be directed
to our corporate secretary, Mark Rosen, at the mailing address
above or emailed to the company.

investodRelations]
Security analysts and stockhoiders secking further information
concerning the company or its operations may contact:

Jack Sennett, SVP and CFO
v 860284 1918
£ jsennott@darwinpre.com

Mediallngu:nes

Representatives of the news media may contact:
Drake Manning, AVP and Director of Corporate Communications

v 860 284 1500
£ dmanning@darwinpro.com

NotefonlkonwardiBookingfStatementss

ExecutivejGertifications]

The company's Chief Executive Officer and Chief Financial Officer
have completed the required certifications under Section 302 of
the Sarbanes-Oxley Act of 2002, which have been filed with the
company’s 2006 Annual Report on Form 10-K,

StockiFisting]

The company’s commen stock is traded on the NYSE Arca
exchange under the symbol "DR." Trading of the company's stock
on the New York Stock Exchange is expected 1o commence in
Spring 2007 under the "DR" symbol.

StockilransfedAgents

Stockholders seeking information concerning stock certificates
or related information should contact our transfer agent,
Computershare, as follows:

Computershare Invester Services
PQO. Box 43078

Providence, Rl 02940-3078

v 312 588 4950

€ queries@computershare.com

Price]RangeJoffiGommontSiock

2006 .
Quarter Ended High Low Close
June 30 $20.12 $16.00 $17.66
Septermber 30 $2350 $17.75 s22.21
December 31 $25.29 $20.61 $23.45

Some statements in this repost are “forward-iooking statements” as defined in the Private Securities Litigation Reform Act of 1995, All
statements other than historical information or statements of current condition contained in this report, including statements regarding
our future financial performance, our business strategy and expected developments in the commercial insurance market, are forward-
locking statements. The words “expect.’ “intend,” “plan,’ “believe;” "project.” "may, “estimate” “continue,” "anticipate,” “will" and similar
expressions of a future or forward-ooking nature identify forward-looking statements. Such statements are based on management’s
current expectations, and they are subject 1o a number of risks, uncertainties and other factors that may cause actual events or results
to differ materially from those expressed or implied by any of these statements. Please see the company’s Form 10-K for a more detailed
listing of such risks and faciors.
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This piece was printed on Mohawk Onptions PC White Smooth, which was
made with Process Chlorine Free 100% postconsumer waste fiber. This
paper is centified by Green Seal and the Forest Stewardship Council, which
promotes environmentally appropriate, socially beneficial and economically
viable management of the world’s forests. The paper was manufactured
using non-pelluting wind-generated electricity.
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